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from the E D I T O R 


S THE REVIEW goes to press, Thailand’s military government 
A is preparing to pass legislation restricting foreign investment. 

Predictably, that has sent the stockmarket into a tailspin. Com- 
ing on the heels of cack-handed currency-control measures floated and 
then abandoned by the Bank of Thailand, these measures have rein- 
forced the impression that the country is now in the hands of a bunch 
of rank amateurs. In this issue, economics professor Pichit Likitkijsom- 
boon examines how the sot went off the deep end. 

For all the problems engendered by former Prime Minister Thak- 
sin Shinawatra and his populist tendencies, at least he understood that 
Thailand needed to compete in the international arena. Today it seems 
the Thais have the worst of both worlds—Mr. Thaksin’s populism lives 
on, but globalization has been replaced by a misplaced effort to extend 
the protection of the palace walls around the entire country. 

Perhaps it is too early to call it a trend, but signs of a backlash against 
the free market are also emerging in China. As lawyers Alexander May 
and Tong Jia write, Beijing is considering a new Labor Contract Law 
that will substantially increase the burdens on both foreign and domes- 
tic companies. Among the country’s political elite the “new left” is in- 
creasingly influential, and some of their rhetoric has even been picked 
up by the Communist Party. So far at least, the momentum for reform 
remains strong, but managers should take heed that even though China 
is unlikely to return to Maoism, the political pendulum at some point 
could swing back toward greater state intervention in the economy. 

That prospect doesn’t seem to worry global investors much, as the 
appetite for Chinese rPos continues unabated. As Michael Pettis writes, 
by traditional methods of valuation the recent run-up in the prices paid 
for Chinese bank stocks are hard to explain. Indeed those banks may 
actually be insolvent. But the volatility of the Chinese economy explains 
why investors are willing to take such a risky gamble. In other words, 
there’s plenty of upside potential. 

This is a theme we will further explore in the March issue, as we 
prepare a package of articles on banking in Asia. Beginning with this 
issue, the REVIEW is devoting a special section to examining one topic 
in greater depth. We decided to start with the most forward-looking 
subject, higher education. Over the coming year, we will look at such is- 
sues as sustainable development, demographics and pensions, trade and 
logistics, and technological innovation. As we enter 2007, we remain 
committed to improving the REVIEW and welcome your suggestions. 
H.R. 
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Compliance Review Panel Member 


Applications or nominations of candidates from 
Asian Development Bank's (ADB) developing 
member countries (DMCs) are invited to fill a part- 
time position on the ADB's Compliance Review 
Panel (CRP). The CRP is responsible for the 
compliance review phase of the ADB's 
Accountability Mechanism. 


The position reports directly to the Board of 

_ Directors, including post compliance review 
monitoring and its outcome, except on specific 
activities for which the CRP members report to 
the Board Compliance Review Committee (BCRC). 


The CRP investigates alleged violations by ADB of 
its operational policies and procedures in any ADB- 
assisted project that directly, materially, and 
adversely affect local people in the course of the 
formulation, processing, or implementation of the 

, ADB-assisted project. We seek candidates with: 


E Strong and broad educational background and 
practical experience in development, particu- 
larly in environmental, social, economic, legal, 
and/or private sector fields 

E At least ten (10) years of experience and 
demonstrated competence in the field of 
compliance review or related field, including the 
ability to deal thoroughly and fairly with 
requests for investigation or redress 

WE Highly developed communication and diplomatic 
skills to work effectively within ADB (staff, 
Management and Board of Directors) and 
externally with ADB clients, member govern- 
ments, other international organizations and 
comparable institutions, civil society, and 
nongovernmental organizations 


-E Excellent command of written and spoken 


English 
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E Ability and willingness to travel to developing 
countries, including rural areas 

@ Ability to deal thoroughly and fairly with 
requests brought to the CRP 

E Integrity and independence from Management 

WE Exposure to developmental issues and living 
conditions in developing countries 

E Knowledge of, and experience with, the 
operations of ADB or comparable institutions, 
and/or private sector experience 

WE International experience working in several 
countries 


For more details about the position, please see 
www.adb.org/Employment/Professional. 


The Asian Development Bank’s vision is a 
region free of poverty. Established in 1966 and 
headquartered in Manila, Philippines, ADB's 
multicultural staff come from over 50 member 
countries. International experience will be taken 
into consideration. 


Apply electronically, quoting Ref. No. 
FXT-PS06-255(5)-CRP and job title on subject 
line and attaching a completed Personal History 
Form available on www.adb.org/Employment/ 
appform.asp to e-mail address: CS-jobs@adb.org 
by 26 January 2007. 


Due to the expected large number of applications, 
only shortlisted candidates will be contacted. 
Applications must contain the job reference 
number and job titie, and be sent to the appropri- 
ate e-mail address to be considered. Find out 
more about ADB and its mission at www.adb.org. 
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Yet Another Singapore Letter 


MY COLLEAGUES AND | are frustrated, if not 
utterly disgusted, by your voluminous read- 
ers’ letters devoted mainly to the Singapore 
saga in the past few months. Granted that 
this is a journal for the far eastern coun- 
tries, it still defies our understanding why 
the focus is on the politics of an island state 
all this while. Have you not had enough of 
your antagonistic grudge against Singa- 
pore? Simply pathetic! 
Chern Venze 
Cameron Highlands, Malaysia 


Passing the Test 


CONGRATULATIONS ON THE REVIEW’S two- 
year anniversary with the monthly, journal 
format. I last wrote January/February is- 
sue 2005) as one reader who was willing 
to give this new format a chance to prove 
itself, Thank you for a job well done. For 
those of us who do business and have in- 
terests in the region, the independent voice 
of the REVIEW is important and most wel- 
come. Today, I renewed my subscription. 
Greg Wolf 
Anchorage, Alaska 


Heartening Anticorruption Bid 
IT IS INDEED heartening and encourag- 


ing to read that the leaders in Beijing have 
initiated a commendable effort to strike 
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comes letters to the editor sent via fax to (852) 
2503-1530, by email to letters@feer.com or by 
post to GPO Box 160, Hong Kong. Submissions 
must include the author’s full name, address and 
daytime contact numbers. The REVIEW reserves 
the right to edit letters for length and clarity. 


seriously against the nation’s rampant 
corruption (“Facing the China Corrup- 
tion Challenge,” September 2006). The 
only drawback, however, appears to be the 
exactness of the various reports of arrest 
and the follow-up. 
In fact, it would be ludicrous to expect 
a complex Communist Party-based regime 
to become transparent overnight. For, 
unlike Mikhail Gorbachev of the Soviet 
Union in the 80s, the regime is not pre- 
pared (at least for the time being) to adopt 
perestroika and glasnost. One thing is for 
sure, both President Hu and Premier Wen 
seem to be resolute in wanting to rebuild 
Chinese society, but they cannot yet afford 
to be candid and open enough to appease 
the international community. 
Munti Dann 
Penang, Malaysia 


North Korean Gulags 


I HOPE THAT there will be more coverage in 
the REVIEW on the situation in North Korea 
and its nuclear program. As a Christian, I 
feel a burden for the people of North Ko- 
rea, and I know there are many persecuted 
Christians in gulags in the North. 
Terry Senum 
Edmonton, Alberta, Canada 


Correction 


In “Opening Japan’s Banks” in the No- 
vember 2006 REVIEW Thierry Porté’s posi- 
tion when joining Shinsei Bank in 2003 was 
given as vice chairman and chief executive 
officer. The correct title was vice chairman 
and corporate executive officer. 
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Great Power Gambits 


To Secure Asia’s Peace 
by Hugh White 





URS IS AN era of peace in 
Asia. Since China “taught 
Vietnam a lesson” in 1979 
there has been no signifi- 
cant military conflict in- 
volving any of the major powers in the 
Western Pacific. Asia today—with its eco- 
nomic growth, social development and po- 
litical evolution—is a direct result of this 
remarkable record. Without the peace and 
stability that we have enjoyed between the 
major powers, we would not have seen to- 
day’s prosperity. We would not be talking 
of an Asian Century fueled by unprece- 
dented levels of economic integration and 
a steadily growing sense of Asian regional- 
ism. It therefore seems prudent to ask: 
Will the next quarter-century be as peace- 
ful as the last? Or will it be more like the 
first three-quarters of the 20th century, 
when Asia was rocked and impoverished 
by major conflicts among the major pow- 
ers? And what can be done to help make 
sure that it is not? 

We need to start by recognizing that 
the peace of the last 25 years did not just 
happen. It was the result of a fortuitous 
combination of circumstances in the dis- 





tribution of power and the alignment of 
interests among Asia’s biggest countries, 
which produced a stable “strategic 
system.” That strategic system is now un- 
der pressure, because Asia’s growth must 
change the way the region works strategi- 
cally. The economic transformation will 
drive a strategic transformation. That 
means we cannot assume that the factors 
that kept the peace in Asia for the past 25 
years will keep on doing so in future. In 
fact we are entering uncharted territory. 
On current trends, the Asian century will 
be one in which Asia’s strategic affairs are 
dominated and determined by a number of 
largely and relatively evenly balanced 
powers: most obviously the United States, 
China, Japan and India, perhaps also Rus- 
sia and one day, who knows, Indonesia? 
Asia has never faced this situation be- 
fore. We have never seen a strategic sys- 
tem in Asia composed of a number of 
relatively evenly-matched modern major 
industrial states like the one that is now 


ao Mr. White is a visiting fellow at the Lowy 
Institute and professor of strategic studies at 
Australian National University. 
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emerging with the growth of China and 
India and the slow but inexorable trans- 
formation of Japan into a normal power. 
The question is how will all this new pow- 
er be managed? 

As a region we have hardly come to 
grips with this question yet. The strategic 
transformation of Asia is almost certainly 
the most important historic trend of our 
time, but it has received less attention than 
it should, for three reasons. First, we have 
been preoccupied by the real and serious 
nonstate security challenges of the post- 
Cold War era, especially since Sept. 11. It 
has been easy to forget that nonstate secu- 
rity challenges, serious though they can be, 
pale into insignificance when compared 
with the disruption and devastation of ma- 
jor power conflict, and the challenge to the 
international system posed by Osama bin 
Laden hardly compares with the challenge 
posed by the economic and strategic trans- 
formation of Asia. 

Second, we have been mesmerized by 
the phenomenon of U.S. power. Because 
it is the most powerful nation on earth by 
an unprecedented margin, it has been easy 
to assume that the U.S. will be able to 
shape the international system and deter- 
mine the course of international affairs in 
Asia. Many have as a result expected 
that Asia’s rising powers will be 
managed and pacified by American 
primacy. I wish they might be 
proved right. A region dom- 
inated by the U.S. might not 
be perfect, but it is likely to 
be a lot better than some of 
the more probable alter- 
natives. Indeed if we are 
not very lucky or not very 
clever, or both, even many 
who are now anti-Ameri- 
can may look back with nostal- 
gia at the “unipolar moment” in 
which U.S. power seemed set to 
dominate the Asian Century. 








Unfortunately it was a moment, and it 
has passed. U.S. primacy would ultimately 
depend either on force or consent. Ameri- 
ca today is too weak to impose its primacy 
by force, and China is already too strong to 
accept U.S. primacy by consent. America 
is uniquely powerful, and can be uniquely 
persuasive, but both its power and its per- 
suasion are limited in many ways. The U.S. 
military has an unprecedented capacity to 
deploy some kind of force in Asia, espe- 
cially in the air and at sea, but it will meet 
increasing costs and risks in doing so as 
adversary forces such as submarines be- 
come better able to hit American plat- 
forms. And U.S. land forces, even without 
Iraq, hardly provide it with a strategic in- 
strument against any of Asia’s major pow- 
ers. U.S. economic weight remains massive, 
but it does not provide Washington with 
much clout in Asia, because America’s 
commercial dealings there are central to 
its own prosperity and power. America 
needs China as much as China needs 
America. No leverage there either way— 
just a precarious balance. 

Of course the U.S. can remain a major 
player in Asia, and we should all hope it 
does. But American power by itself will not 
determine the shape of the new Asia that 
emerges over coming decades. That is why 
the strategic architecture of the 
new Asia will be shaped by in- 

teraction with and among the 
major Asian powers them- 
selves. And this is where we 
meet the third reason that we 
have not paid as much atten- 
tion as we should to Asia’s 
strategic future. It has been 
easy to believe that global- 
ization, and the even stron- 
ger trend of regional 
integration in Asia itself, have ban- 
ished the old demons of interna- 
tional politics. How can it make 
sense for countries to compete 
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strategically in the old-fashioned way, when 
their economic growth, the source of all 
this new power, depends absolutely on con- 
tinued cooperation? 

This may of course end up being true. 
Perhaps we—or our children—will look 
back from mid-century on another era of 
peace and prosperity in Asia like our own. 
We should all hope that we will. But it 
seems unwise to assume that coming de- 
cades will be peaceful just because the last 
few have been. Certainly the peoples of 
Asia and their leaders have every reason to 
want peace, and none at all to want war. 
But that has always been true in past eras, 
and yet the wars have come. The flaw in 
the argument that globalization makes 
wars too costly and therefore impossible 
is that war has always cost more than it 
was worth, so what fundamental has 
changed? To think that the risk of violence 
between major states is somehow inher- 
ently lower today than it has been in the 
past, we would need to believe that human 
nature and the international system have 
changed in some profound way in the few 
years since the end of the Cold War. 

The evidence for that is lacking. Fear, 
pride and greed—the old engines of war, 
first identified by Thucydides—still operate 
as they always have in national affairs, and 
they combine in the potent brew of nation- 
alism that seems as viru- 
lent as ever in Asia today. 
Disconcertingly for the 
optimists, sadly for us all, 
the states of Asia that 
are growing strong on 
globalization are 
nonetheless still acting 
and thinking very much like 
the nation-states of old. 

That does not make war inevi- 
table, as some believe. There is a 
school of thought, especially in the 
U.S., that the rise of anew major pow- 
er like China creates tensions in the 
















international system which must, by the 
laws of history, be resolved by war. This is 
too gloomy. The clear interests that all 
states have in peace, the immense penalties 
that everyone would have to pay if the re- 
gion slipped into sustained strategic com- 
petition, let alone war, and the general good 
sense of the leaders of the major powers all 
suggest that Asia can adjust peacefully to 
the rise of new powers. Major-power war 
in Asia is no more inevitable than it is im- 
possible. But it is a risk that needs to be 
recognized, analyzed, understood and 
managed. How might we do that? 

As always in strategic affairs, our best 
guide is history. There is only one prece- 
dent for a group of broadly comparable in- 
dustrial states living together in relative 
peace for decades on end, and that is Eu- 
rope in the 19th century. One needs to be 
careful about applying European solutions 
to Asia’s problems, but the “Concert of Eu- 
rope” may offer the best guide we can find 
to how we might manage the risks of con- 
flict in the Asian Century. After the Napo- 
leonic Wars, Europe’s major powers all 
accepted that each of them had more to lose 
from any disruption to the international 
“system” than they could possibly gain. To 
avoid conflict they established habits of 
compromise and accommodation across 
deep political and ideological divides, each 
forging the quest for domination in or- 
der to keep the peace. It worked for 
a hundred years, from 1815 to 1914. 

It even accommodated the grow- 
ing power of Germany until, 
after Bismarck, Germany’s 
ambitions outgrew the 
system and blew it 

apart. Of course at the 
time the peace of Eu- 
rope often seemed 
fragile, and even now 
looking back we can see how 
risky and complex the whole 
structure was. But it worked, 
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and we have no example of anything that 
has worked better in comparable circum- 
stances to those we might well face in the 
Asian Century. 

Could we make something like that 
work here in Asia over coming decades? It 
is important to try, because if we accept 
that unchallenged U.S. primacy is unsus- 
tainable, the alternatives to a Concert of 
Asia are all pretty grim. They include hege- 
mony by one of Asia’s major powers, most 
probably China. Or unconstrained strategic 
competition between the U.S. and China. 
Or, less likely but not impossible, the U.S. 
withdrawal from Asia, leaving Japan, Chi- 
na and perhaps India to compete for power 
and influence—more like Europe in the 17th 
or 20th centuries than in the 19th. 

What is needed to avoid these misfor- 
tunes and construct a durable Concert of 
Asia? Forums like APEC and the East Asian 
Summit might look like a promising start, 
but the foundations of a durable peace need 
to be dug a lot deeper. Drawing on the Eu- 
ropean experience, the most important 
foundation is an acceptance by each major 
power of the overriding importance of 
keeping the peace, and a consequent will- 
ingness scrupulously to respect the inter- 
ests, institutions and values of all the others. 
This might sound easy enough, but in prac- 
tice it can be quite hard. We can see how 
hard it might be by looking briefly at what 
it would mean for the region’s two biggest 
strategic players, the U.S. and China. 

For America, the big question is wheth- 
er it will agree to share the leadership of 
Asia with the region’s other major powers, 
and learn to accept and respect their inter- 
ests. We cannot assume the answer is yes, 
because we are asking a lot of America. 
Such an approach to its international rela- 
tions has no precedent: The U.S. has never 
consistently acted as a member of a strate- 
gic system of equal states. In the Western 
hemisphere it has been a benign hegemon; 
in the wider world it has been either a lead- 


er or an adversary. Moreover American re- 
sistance to the tolerance and compromise 
required to manage a Concert of Power has 
deep roots in its political philosophy. The 
tradition of exceptionalism sees America as 
something special and apart, not just one 
state among a community of equals. The 
struggle to reconcile this vision with the re- 
alities of global politics has been one of the 
great themes of American history, and the 
need for America to work with other states 
has been championed by major figures such 
as George Kennan and Henry Kissinger. 
But the roots of exceptionalism go deep in 
U.S. political culture, and it remains as 
strong today as ever, strengthened in recent 
years both by victory in the Cold War and 
by the vicissitudes of the War on Terror. For 
America to join a Concert of Asia, it will 
need to change fundamentally. 

Such a change is all the harder for 
Americans to accept because few think it 
is either necessary or desirable—especially 
in relation to China. I believe most Ameri- 
cans still assume that the U.S. has the pow- 
er to sustain unchallenged primacy in Asia, 
and they would challenge the wisdom of 
compromise with a country like China 
which has values and institutions that 
seem very different from those of the U.S. 
There is a real question whether Ameri- 
cans believe they can live in peace and har- 
mony with a country that does not share 
American values and does not approximate 
to American political institutions. 

Notwithstanding the reassurances pro- 
vided in speeches such as those of former 
U.S. Deputy Secretary of State Robert 
Zoellick, who described his vision of Chi- 
na as a “responsible stakeholder” in Asia’s 
regional order, there is a tendency to see 
China’s political system as illegitimate and 
its claim to a leading role in regional af- 
fairs as illegitimate too. What, after all, 
does the phrase “regional stakeholder” re- 
ally concede to China? Would not the U.S. 
want to see every country in Asia as a re- 
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sponsible stakeholder? How 
then does America see China 
as different from Mongolia, 
or Australia? Mr. Zoellick’s 
language is still a long way 
from conceding to China 
the kind of respect that 
a member of a Concert 
of Power must accord 
others. And what are the 
chances of this changing 
over coming years? Would 
any candidate in next 
year’s U.S. presidential 
election dare to tell the Amer- 
ican people that over the coming 
decades the U.S. must learn to treat China 
as a respected equal? Does anyone think 
that China will settle for anything less? 
But China’s policies too raise serious 
questions about the viability of a Concert of 
Asia. Today it seems China does respect the 
reality of U.S. power, and accepts that it 
must deal with U.S. concerns and interests. 
For its part, then, China’s approach to the 
U.S. seems to meet the needs of an Asian 
Concert. But its approach to Japan does not. 
One of the key dynamics in Asia today is the 
emergence of Japan from its postwar stra- 
tegic purdah to reclaim a position as a “nor- 
mal” power. Any stable strategic system in 
Asia must take account of the fact that Ja- 
pan cannot and should not be expected to 
forswear forever the strategic rights and re- 
sponsibilities of nationhood. That means 
Japan must be accorded a full place in a 
Concert of Asia. China seems unwilling to 
do this. It disputes the legitimacy of Japan’s 
place among Asia’s major powers. That is 
not a sustainable long-term position if the 
major powers of Asia are to find a way to 
live in peace. Japan’s immense strategic po- 
tential means that its power cannot be left 
out of the Asian strategic balance. And not- 
withstanding the distasteful symbolism of 
the Yasukuni Shrine, Japan’s exemplary re- 
cord of responsible international citizen- 
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ship over the past 60 years must 
surely weigh positively in the bal- 
ance in judging the legitimacy 
of Japan’s regional role. Ob- 
viously the roots of animos- 
ity between China and 
Japan run deep on both 
sides, but they cannot be 
reconciled within a sta- 
ble Concert of Asian 
unless China is will- 
ing to accept and re- 
spect Japan as an equal 
and legitimate strategic 
player in Asia. That may be 
hard to do for Beijing. Clearly na- 
tionalism is a key political force in China 
today, and anti-Japanese sentiment is an 
important part of it. Can any Chinese lead- 
er be expected to tell his people that China 
must learn to treat Japan as a respected 
equal? Is there any reason to expect that 
Japan will settle for anything less? 
Clearly it will not be easy to create a 
new strategic system in Asia capable of 
managing the power-shifts of the Asian 
Century. And these are not the only chal- 
lenges: The role of India is critical, as is the 
future of the U.S.-Japan relationship. And 
of course beyond the circle of major pow- 
ers there lie the rest of us—middle powers 
like South Korea, Vietnam, the old Asean 
five, and Australia. How are we to fit into 
the new Asian strategic system, protect 
our interests and make out voices heard? 
Asia, at the start of the Asian Century, re- 
mains a remarkable and fascinating place 
to be. But it carries real risks. Unless we 
believe that human society has suddenly 
changed for the better, peace is not to be 
taken for granted as the economies of Asia 
grow. We need to build a new regional 
strategic system that can reflect the new 
realties of power, and accommodate them. 
Such systems do not just happen. They 
need to be built. It is one of the great tasks 
of our age. = 
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Private Equity’s 
New Asian Recipe 


by Chul-Joon Park, Suvir Varma and Chris Bierly 





EFORE BEING PURCHASED 
by private-equity inves- 
tors, Singapore Yellow Pag- 
es was giving out a whole 
lot of wrong numbers. De- 
spite an 87% market share, syP had seen 
revenues slide to just S$62 million ($36.5 
million) in 2003 from S$104 million in 
1999, with profit margins shrinking apace. 
Advertisers were defecting in droves. So, 
too, were SYP’s sales reps, with an annual 
turnover rate topping 50%. 

Getting those numbers right in a hurry 
was therefore the top priority of cvc Asia 
Pacific and ccm? Capital Asia (formerly JP 
Morgan Partners Asia), the two firms lead- 
ing the private-equity consortium that 
bought the telephone directory publisher 
from SingTel, Singapore’s telecommunica- 
tions company, in June 2003. Emblematic 
of anew breed of activist PE firms, the new 
owners set about creating a book of their 
own—an operational one that included a 
way to quickly develop a detailed blueprint 
of what was to be done, in what order, and 
by whom. 

This plan fleshed out the group’s in- 
vestment thesis based on a rigorous, fact- 





based assessment right after the deal 
closed of how the business made money 
and where it had the best opportunities to 
increase its value. Identifying near- and 
long-term goals, the partners then estab- 
lished a timeline, milestones and resourc- 
es so that Singapore Yellow Pages would 
soon once again be produced in black ink. 

The chief recommendation was a major 
overhaul of advertising sales. The new own- 
ers and SYP management thus set concrete 
revenue and profit growth targets for each 
of a dozen clusters of high-priority custom- 
ers. They revamped the sales-prospecting 
process and raised performance standards 
and compensation for sales reps, replacing 
the overlapping, uncoordinated efforts of 
telephone customer-service agents and in- 
dividual account managers with a process 
in which sales teams set priorities by deter- 
mining advertisers’ current and potential 
value to the company. The performance 
measures also provided a regular report 


œo Mr. Park directs Bain’s Asian Private Equity 
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card on whether the syP turnaround was 
on track. They made transparent for the 
first time how much revenue per customer 
every dollar invested in the sales effort 
yielded. The clear metrics helped convey a 
powerful signal to other potential investors 
that the new sales force reinvigoration 
strategy was working. 

The result: A little more than a year af- 
ter making the acquisition, the private-eq- 
uity partners floated an initial public 
offering of syp shares, reaping $$213 mil- 
lion ($128 million), locking in a gain of 2.6 
times their initial investment while still 
retaining shares worth another S$50 mil- 
lion. Today, though its share price has 
since fallen, syr remains a favorite of in- 
vestors for its high 8% dividend yield, 
which is expected to rise to 9% in 2007, 
and because of its 25% annual growth in 
its new Internet Yellow Pages business. 


Updating the Success Formula 


HOW CVC ASIA Pacific and ccmpP Capital 
Asia turned around Singapore Yellow Pag- 
es illustrates the development of a new 
playbook for private-equity transactions 
in Asia. Not so long ago, buyout deals could 
follow a much more leisurely plotline. Af- 
ter months of digging to ferret out the tar- 
get company’s true value, the papers would 
be signed and the toasts drunk. The tar- 
get’s management would slip back into 
business as usual, and the new owners 
would wait until market conditions rip- 
ened for a sale. For more than a decade, 
this model was a money machine, outper- 
forming the market indexes. 

That approach no longer works. Fed by 
a seemingly bottomless well of investors’ 
money, the number and size of private-eq- 
uity firms have mushroomed. Between 
2001 and 2005, more than 425 U.S.-based 
firms had amassed nearly $300 billion from 
limited partners, with multibillion-dollar 
rounds of new funding becoming routine. 
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And with turnaround skills honed in the 
West, private-equity investors began 
sweeping underperforming Asian corpora- 
tions into their portfolios and retooling the 
management at these firms to boost share- 
holder value. Last year, PE investors ac- 
counted for about 11% of all merger and 
acquisition activity in Asia, deploying more 
than $100 billion across the region. 

With so much capital to invest, buyout 
firms find themselves pitted against each 
other in high-stakes auctions that drive up 
acquisition prices, and they are pursuing 
larger deals in wholly new regions in Asia. 
Last December, for example, the Carlyle 
Group invested $399 million for a 25% 
stake in China Pacific Life Insurance, the 
country’s third-largest life insurance com- 
pany. This came just two months after 
Carlyle began negotiating a stake in Xu- 
gong Group Construction. The latter 
would be one of the first buyouts of a state- 
owned company by a foreign PE firm, as 
well as the nation’s largest deal of the year 
in the heavy manufacturing sector. In ef- 
fect, private-equity firms are assembling 
portfolios that make them among the 
world’s most diverse conglomerates. 

They are confronting not only new ge- 
ographies but also new challenges. With 
interest rates low and abundant credit 
available for borrowers, the debt markets 
have been exceptionally benign in recent 
years. But even with the wind at their 
backs, buyout firms worldwide generated 
returns exceeding three times their origi- 
nal investment—a common benchmark for 
success—on just over one-third of all deals. 
Some 40% failed to return their acquisi- 
tion cost. Amid the scramble in Asia, pri- 
vate-equity funds will no longer be able to 
rely on the magic of leverage to deliver 
outsized gains. 

To succeed in Asia’s tumultuous envi- 
ronment, today’s new activist funds have 
created a repeatable process for spotting, 
staging, leading, measuring and profiting 
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Customers use ATMs at a branch of Korea First Bank. Newbridge sold 
Korea First to Standard Chartered in 2005 for $3.25 billion. 


from breakthrough operational improve- 
ments. Our experience shows that deal 
makers who in the first year actively plan 
and launch initiatives this way outperform 
the industry average by a better than two- 
and-a-half-to-one margin, measured on 
cash returns. Their new formula for suc- 
cess involves four ingredients: 

æ Fleshing out the investment thesis. 
This is a necessary prologue to creating 
the actual operational plan. Private-equity 
investors already do a better job than most 
acquirers in developing a clear under- 
standing of how a potential target makes 
money and why they’d want to own it. But 
activist investors don’t mistake an invest- 
ment thesis for a detailed strategy. A thesis 
simply posits why there is an opportunity 
for a buyer to extract value from an acqui- 
sition. It doesn’t identify operational pri- 
orities or draw a roadmap to accomplish 
them. And inevitably, as with any plan 
hammered out with incomplete informa- 
tion in an arm’s-length deal negotiation, 
the investment thesis is bound to get some 
things wrong. That’s why, once in control, 
the activist owners quickly engage with 
management and put meat on the bare 
bones of the investment thesis. Working 
intensively over several months, they iden- 
tify the most attractive opportunities, 
gather data and information to test their 
viability, and develop strategic objectives 
and financial targets. 


REUTERS 


Sometimes this activity has to occur in 
several areas at once. Consider how New- 
bridge Capital, a partnership between Tex- 
as Pacific Group and Blum Capital Partners, 
rapidly transformed Korea First Bank from 
a bankrupt industrial creditor into a world- 
class financial institution. Activist private- 
equity funds typically establish a program 
office to develop step-by-step plans to 
boost their acquisitions to full potential. 
But in South Korea’s fast-paced business 
environment, step-by-step is sometimes 
impossible. In the case of Korea First, New- 
bridge launched simultaneous initiatives to 
accelerate the bank’s transformation. 
While frontline managers streamlined 
branch operations, the new owners as- 
signed a high-level executive team sup- 
ported by outside technical experts to 
spearhead a change-management program 
to consolidate loan processing, credit col- 
lection and trade finance into two new cus- 
tomer service centers. Meanwhile, 
dedicated project teams orchestrated the 
upgrade of Korea First’s information tech- 
nology organization, adding telemarketing 
and customer call-center capacities. By ex- 
ecuting these changes in parallel, New- 
bridge was able to make Korea First’s new 
facilities operational within five months. 

In other areas, though, Korea First had 
to move with deliberation. As in many 
Asian business cultures, Korea’s labor and 
management have a loyalty compact sup- 
ported by strong employment laws. The 
turmoil of Korea First’s bankruptcy and 
sale left the bank with a demoralized front- 
line workforce and an imperative to retain 
employees in the transition. Recognizing 
this, management tapped key human re- 
source staffers as allies in the change cam- 
paign, making them more available to 
branch-office workers. Management 
broadcast the bank’s commitment to retain 
employees who were made redundant by 
downsizing, helping to train those workers 
for new positions in customer service and 
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sales. In all, branch closings and work-pro- 
cess changes ended up claiming 800 jobs, 
but these were more than offset by newly 
created positions that displaced workers 
could apply for. The candor and support— 
reinforced by cash incentives for working 
more efficiently—helped Korea First shift 
its business quickly to the consumer side 
and improve its efficiency, cutting loan-ap- 
proval time by 75%. 

æ Drawing up the blueprint for action. 
Blueprinting is not about generating a laun- 
dry list of nice-to-haves that typically fill 
strategic planning binders and end up ona 
bookshelf. Instead, the team fine-tunes 
what’s in and what’s out as it learns more. 
Sometimes this involves a literal blueprint, 
as was the case with Korea First. When 
Newbridge assumed control of the bank 
from government receivership in 2000, it 
was saddled with a costly institutional 
branch network, built with dedicated space 
for back-office processes. The answer to 
the turnaround was architecture: The firm 
needed to establish retail branches with 
simpler layouts in high-traffic consumer 
locations. Rather than rebuilding branches 
from scratch, Newbridge worked with 
management to redesign the existing in- 
frastructure. It consolidated corporate 
business into a handful of large-scale 
branches, closed some branches, and then 
stripped the remaining ones of their back- 
office functions, focusing them instead on 
reaching out to consumers through cus- 
tomer sales. The simplification resulted in 
$50 million of bottom-line improvements 
within a year and allowed Korea First to 
shrink its branch network by 31 offices. 

By 2005, five years after Newbridge’s 
acquisition, the bank’s new infrastructure 
was best in class: Not only was it a leader 
in online banking, but it had overhauled its 
technology platform; centralized back-of- 
fice processing, customer service and risk 
management; reinforced financial controls; 
and focused the organization on profitabil- 


ity rather than volume. With one of the in- 
dustry’s lowest ratios of nonperforming 
loans, its balance sheet was the nation’s 
strongest. The payoff: In January 2005, the 
British banking group Standard Chartered 
bought Korea First for $3.25 billion, a near- 
ly fourfold return on the private-equity 
fund’s cash investment. 

æ Measuring what matters. All pri- 
vate-equity firms obsessively watch mea- 
sures of financial performance like cash 
flow, working capital and return on equity. 
Activist buyout firms, however, track mea- 
surements that help them monitor prog- 
ress toward operational goals before it 
shows up in the financial results. Experi- 
enced activists don’t get blinded by data 
blizzards. Instead, they focus on a few key 
measures—an operational “dashboard”— 
that can be understood throughout the or- 
ganization. A program office overseen by 
the company’s senior executives watches 
the data dials, synchronizes initiatives and 
intervenes quickly when the blueprint’s 
targets are missed. 

Getting the metrics right was the cor- 
nerstone of Singapore Yellow Pages’ post- 
acquisition turnaround. It started with a 
global benchmark and internal assessment 
of its demoralized sales force, which was 
the key to generating new growth through 
what the company developed as a “value 
proposition” sales approach. This was based 
on meeting customers’ actual needs as ex- 
pressed during interviews and personal 
visits. Further, customers were segmented 
by business potential, giving specific direc- 
tion to sales efforts. Meantime, new train- 
ing, higher compensation and special 
incentives for outstanding performance 
against specific targets provided even 
greater focus. The company gave salespeo- 
ple challenging goals, including revenue 
targets of nearly $1 million each. But these 
same salespeople could now make three 
times their prior pay packages from the 
new variable rewards. And, they now had a 
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say in who was hired and promoted. 

æ Creating a happy ending. By under- 
standing how their portfolio company 
makes money at each stage of the business 
cycle and engineering performance im- 
provements, activist firms create a bright- 
er future for the company and position 
themselves for a more profitable exit. In- 
deed, activist owners defy a common rap 
against private-equity investors: that 
they’re focused only on stripping value out 
of their holdings and priming them for 
sale. Instead, activist owners cultivate 
new opportunities for the next set of own- 
ers to harvest. As part of the blueprinting 
process, the activists look for ways to 
jump-start future growth. They don’t hes- 
itate to invest in research and development 
projects, new product lines, new technol- 
ogy, acquisitions or expansions into new 
markets—even if they may bear fruit only 
years after the sale. 

A veteran of more than a score of man- 
agement buyouts since the late 1990s, a top 
European private-equity firm we'll call 
Capital Group Investors has learned a thing 
or two about the rewards of foresight. The 
firm and its co-investor partners had their 
exit strategy in mind when they purchased 
a company we'll call Trade Winds, an Asian 
marketer of consumer soft goods, in late 
2001. Long buried as a division of a con- 
glomerate that manufactured everything 
from tires to sporting goods, Trade Winds 
had generated good cash flow, but its profit 
margins were eroding and its market share 
was shrinking by the time of the buyout. 

Guided by a sharp management team, 
the new owners soon came to learn that re- 
storing luster to Trade Winds’ faded prod- 
uct lines of casual wear and recreational 
gear required rebuilding the company’s 
marketing muscle. They fixed on a three- 
phase strategy: raising the company’s pro- 
file for the quality and value of its basic 
goods; becoming more responsive to retail- 
ers through improved delivery, flexibility, 
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distribution and inventory management; 
and making selective acquisitions to in- 
crease revenues. 

By spring 2004, the company’s sales and 
profits were on the rise, and it had complet- 
ed the integration of two modest-sized ac- 
quisitions. With the equity markets in an 
upswing, the private-equity owners decid- 
ed to relaunch Trade Winds as a public 
company. But the ultimate success of the 
initial public offering didn’t hinge simply 
on the changes the private-equity firms and 
their managers had accomplished. Just as 
important to prospective investors were 
the ongoing longer-range projects to recon- 
figure the company’s supply chain and build 
a new distribution infrastructure. When 
complete, these will give the company new 
efficiencies it can capitalize on for years to 
come. In the end the longer-term vision of 
the private-equity owners paid off in a re- 
cord rro that netted A$1.25 billion ($920 
million) and was 2.3 times oversubscribed. 
Capital Group and its partners earned more 
than five times their initial A$235 million 
($122 million) cash investment, resulting in 
a 107% internal rate of return. 

The success of deals like Singapore Yel- 
low Pages, Korea First and Trade Winds 
shows how leading-edge private-equity 
firms have rewritten the rules of how they 
do business. They know that as they com- 
pete to attract ever-larger pools of capital, 
their investors will judge them not just by 
their ability to spot attractive targets but 
also by their proven track records for 
building value across their portfolios. 
That’s why activist firms have gone from 
applying the discipline of adding value to 
companies on a case-by-case basis to turn- 
ing it into a repeatable process. It’s a pro- 
cess that refines the original investment 
thesis into a true operational blueprint 
that can turbocharge change and measure 
it. Today’s leading private-equity pioneers 
are using this approach to rewrite the 
playbook on deal making. i 
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Aussies Surf China’s 
Economic Wave 


by Mark Thirlwell 


DQG 


USTRALIA’S ECONOMY IS 
currently surfing the wave 
of Chinese economic 
growth. So far, it’s been a 
great ride. China’s vora- 
cious demand for resources has produced 
soaring prices for Australian exports of 
minerals and energy, while the seemingly 
endless array of cheap manufactured 
goods pumped out by Chinese factories is 
finding a ready market among Australian 
consumers. The resultant boost to nation- 
al income, and to the government’s coffers, 
has helped give new legs to an economic 
expansion now into its 16th consecutive 
year. As aresult, while other countries of- 
ten see China’s economic take-off as a 
competitive threat, Australia views it as an 
enormous opportunity. Even so, Austra- 
lia’s embrace of the China boom presents 
policy makers with significant economic 
and strategic challenges. 

This isn’t the first time Australia has 
caught an Asian development wave. In the 
1960s, Japan’s industrialization contribut- 
ed to a restructuring of exports and jump- 
started economic engagement with East 
Asia. At the start of that decade, Australia 





was still making a living off the sheep’s 
back: Wool contributed more than 40% of 
the value of Australian exports, other rural 
exports another third, and metals and min- 
erals about 5%. Roughly one quarter of all 
exports went to the United Kingdom, Aus- 
tralia’s most important trading partner. Ja- 
pan’s surging demand for resources 
changed all that. By the decade’s close, the 
share of resources in exports had roughly 
doubled, and by the early 1970s had almost 
doubled again. Japan was the destination 
for about two-thirds of these exports, buy- 
ing almost 80% of Australia’s iron-ore ex- 
ports alone, and by 1966 it had overtaken 
the U.K. to become Australia’s largest ex- 
port market, receiving more than a quarter 
of total exports. Today, Japan remains Aus- 
tralia’s largest trading partner, the biggest 
foreign buyer of Australian coal and the 
second biggest export market for iron ore. 
Economic integration also prompted 
broader political and strategic changes in 
the bilateral relationship. This year marks 
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AUSTRALIA’S BILATERAL TRADE 
WITH CHINA 
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the 50th anniversary of the signing of the 
Australian-Japanese Agreement on Com- 
merce, a landmark deal negotiated when 
memories of World War II were still fresh. 
That agreement was revised and extended 
in 1963, and followed by the 1976 Nippon- 
Australia Relations Agreement, or NARA 
Treaty. Since then, relations have contin- 
ued to strengthen: Last year Canberra 
hosted an inaugural trilateral security di- 
alogue involving Tokyo and Washington. 
Public opinion has tracked official policy: 
The most recent Lowy Institute Poll found 
that Australians now view Japan slightly 
more warmly than the United States, Aus- 
tralia’s key ally and comrade in arms in 
World War II. Of course, a whole series of 
noneconomic factors, including the fact 
that Japan, like Australia, is a close U.S. 
ally, also lie behind the evolving bilateral 
relationship. But increased economic inte- 
gration undoubtedly helped. 


Australia’s New Best Friend 


FAST-FORWARD SEVERAL DECADES and an- 
other Northeast Asian economic take-off is 
helping remake Australia’s economic and 
strategic future. In the early 1980s, when 
China was taking the first steps towards in- 
creased participation in the world econo- 
my, bilateral trade links were modest. More 
than a quarter century of rapid economic 
growth, industrialization and urbanization 
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later, and the economic relationship has 
been transformed. In 1983, China was Aus- 
tralia’s 12th largest export market and 18th 
largest source of imports. As the chart 
nearby shows, by 2005-06 China had be- 
come Australia’s second largest export 
market, taking almost 12% of Australian 
exports, and its largest source of imports, 
accounting for about 14% of the total. 

The political and strategic relationship 
has again evolved in parallel to the eco- 
nomic one. The first year of the Howard 
government saw Canberra’s relationship 
with Beijing damaged by its vocal support 
for the March 1996 U.S. naval deployment 
in the Taiwan Strait. The repair process 
began soon after, however, helped by 
Prime Minister John Howard’s visit to 
Beijing in March 1997. Subsequently, the 
China relationship has become an increas- 
ingly important part of Australian foreign 
policy. The October 2003 invitation to 
President Hu Jintao to address the Austra- 
lian parliament one day after U.S. Presi- 
dent George W. Bush was a powerful 
symbol of this focus. The start of negotia- 
tions in March 2005 on an Australia-Chi- 
na free trade agreement represents 
another indicator of Canberra’s efforts to 
forge a closer relationship with Beijing. 
Public opinion is broadly supportive of 
these trends. A 2006 Lowy Institute Poll 
found that Australians viewed China al- 
most as positively as they did the U.S. Aus- 
tralians were also sanguine about the 
growth of China as a global power. 

Given the economic effects in play, this 
positive view is not surprising. After all, 
China’s rise is currently providing a pow- 
erful boost to Australian national welfare 
in the form of a dramatic swing in Austra- 
lia’s terms of trade—the ratio of the price 
Australia receives for its exports to the 
price it pays for its imports. Between Sep- 
tember 2003 and September 2006, the 
terms of trade for goods and services have 
risen by roughly one-third, and are cur- 
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rently almost 50% higher than their aver- 
age level during the 1990s. Indeed, the 
current level now exceeds the peak 
reached in Australia’s last major terms of 
trade boom in the early 1970s. 

Part of this story is a fall in the price that 
Australia has to pay for some of its imports, 
as a shift in demand towards Chinese and 
other East Asian producers has helped lim- 
it increases in Australia’s import bill, as has 
a decline in the price of high technology im- 
ports. But by far the most important driver 
has been a China-induced surge in the price 
that Australia receives for its exports of re- 
sources. In 2005-06, while import prices 
increased by just 3%, Australian export 
prices rose by 15%. 

The role played by resources in this 
process is evident in the Reserve Bank of 
Australia’s (RBA) commodity price index, 
which has risen by more than 85% since 
September 2003 (see chart nearby). The 
big action here has been in the base metals 
subindex, which has jumped by more than 
185%. In contrast, the price of rural ex- 
ports has increased by a much more mod- 
est 20% over the same period. 

The sharp increase in the value of Aus- 
tralia’s resource exports has largely been 
driven by increases in prices for coal and 
iron ore, which together account for al- 
most one-quarter of merchandise exports. 
In 2005-06 exports of fuels soared by 33% 
while minerals exports were up 43%. Aus- 
tralian exports of iron ore to China rose by 
76% in the same year and accounted for 
over half of total iron-ore exports. 

The resulting terms of trade boom has 
been an economic windfall. With exports 
accounting for about 20% of Gpp, each 10% 
rise in the terms of trade raises national 
income by some 2%. With terms of trade 
50% above their 1990s average, that im- 
plies a lift to Australian income of around 
10%. The associated stimulus to corporate 
profits has also boosted share prices, and 
hence private wealth, although because 
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roughly half of the resource sector is for- 
eign-owned, only part of this gain stays in 
Australia. Higher corporate profits have 
also contributed to the fiscal position, with 
strong commodity prices likely to have 
lifted government revenues in 2005-06 by 
half to one percentage point of GDP. 

Australia is now enjoying its 16th con- 
secutive year of economic expansion, with 
an unemployment rate at its lowest level in 
three decades. Granted, the origins of this 
record-breaking economic performance 
are to be found in domestic economic re- 
forms. Also, the economy-wide signifi- 
cance of the resources sector shouldn’t be 
overdone: As of 2005-06 mining only ac- 
counted for about 5% of Gpp and a little 
over 1% of total employment (although re- 
sources were much more important in ex- 
ports, accounting for roughly 50% of goods 
exports, and 40% of total exports). Still, 
there is little doubt that the income boost 
has played an important role in sustaining 
activity in recent years. 

Despite these positive effects, the terms 
of trade boom also raises policy challenges 
for Canberra. Past terms of trade shocks 
have ended unhappily, with the last major 
boom in the 1970s triggering high inflation 
and finishing with an economic downturn. 
Still, as Australian Treasury economist 
David Gruen has emphasized, there are 
significant differences between that expe- 
rience and the current boom. In particu- 
lar, the macroeconomic settings today are 
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vastly different. Then, Australia operated 
a policy regime that involved a fixed ex- 
change rate, extensive trade and capital 
controls, and a centralized wage-bargain- 
ing system. Today, the economy is much 
more open, a floating exchange rate is 
available to act as an external shock ab- 
sorber, labor market flexibility is much 
greater, and the central bank is pursuing a 
credible inflation-targeting strategy. 


Two-Speed Economy 


WHILE THIS ENHANCED policy environ- 
ment means the economy is better placed 
to weather a major terms of trade boom, it 
hasn’t removed all of the policy challeng- 
es. Policy makers still have to deal with the 
possible emergence of a two-speed econo- 
my, as the boom raises the incomes of Aus- 
tralia’s resource-rich states and territories 
relative to the rest. In 2005-06, the mining 
sector contributed about 27% of income in 
Western Australia, 26% in the Northern 
Territory and 12% in Queensland. In con- 
trast, the same sector’s share was just 3% 
in New South Wales and 2% in Victoria 
(see chart above). This pattern is reflected 
in the distribution of economic activity: 
While gross state product in the resource- 
rich states of Queensland and Western 
Australia rose by almost 5% in 2005-06, 
powered by booming mining investment, 


strong growth in employment and labor’ 


participation rates, and healthy demand, 
growth in New South Wales (1.4%) and 
Victoria (2.7%) was relatively lackluster. 
Not all of this divergence reflects the re- 
source boom: activity in New South Wales 
in particular has been depressed by a de- 
flating housing bubble and a drought-dam- 
aged agricultural sector. And as the RBA 
has pointed out, the current dispersion be- 
tween state growth rates is not particular- 
ly large when viewed in historical terms, 
with the 1970s commodity boom produc- 
ing a much greater divergence. Despite 
these caveats, however, the patterns of 
capital and labor movement between states 
and the squeals of pain from Australia’s 
manufacturing sector show some signifi- 
cant adjustment pressures. 

A major determinant of the magnitude 
of these effects is the likely longevity of 
the current terms of trade shock. Work by 
two RBA economists has looked at the his- 
tory of Australia’s terms of trade back to 
1870. Christian Gillitzer and Jonathan Ke- 
arns find that Australia’s past terms of 
trade shocks have been transitory, with 
roughly half of the shock dissipating over 
a two to three year period. They also find 
evidence that these shocks have tended to 
become shorter-lived over time. 

The main mechanism behind this mean 
reversion is the supply response on the 
part of Australian and global producers, 
and there seems little reason to doubt a 
similar response this time: Australian 
mining companies are reported to have in- 
vested about A$30 billion ($23.6 billion) 
over the past three years, and of course 
overseas investment in new capacity is 
also underway. What might be different 
this time, however, is the scale and persis- 
tence of the demand shock. If China fol- 
lows the same growth trajectory as its East 
Asian predecessors, industrialization and 
urbanization still have a fair way to run. 
Moreover, the Indian economy now seems 
poised to follow in China’s footsteps. Giv- 
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en the scale of these two Asian giants, 
there is clearly potential for a persistent 
shock to demand. So while the supply re- 
sponse might well unwind a significant 
proportion of the current boom, Austra- 
lia’s terms of trade could nevertheless re- 
main above their historical average for a 
prolonged period, provided Asia remains 
on its current growth trajectory. 

Such an outcome could have profound 
implications for the structure of the Aus- 
tralian economy. In particular, it implies a 
sustained shift in comparative advantage, 
as investment and workers are pulled into 
the resource sector and out of manufac- 
turing and services—an effect sometimes 
known as the Dutch Disease. This in turn 
suggests a reversal of at least some of the 
past diversification in the Australian econ- 
omy away from commodity exports, a 
trend which had been reducing the econ- 
omy’s vulnerability to shocks to global 
commodity prices and which has prompt- 
ed Kevin Rudd, recently elected as leader 
of the opposition Labor Party, to argue 
that Australia needs to look beyond an 
economic future as China’s quarry and Ja- 
pan’s beach. It also implies a continued re- 
balancing of resources across states and 
territories, and a possible exacerbation of 
the incipient two-speed economy. There 
are also potential distributional conse- 
quences, since a flow of resources into the 
capital-intensive mining sector is likely, all 
else equal, to place economy-wide real 
wage growth under downward pressure 
while increasing the returns to capital. All 
of these changes could involve potentially 
significant adjustment challenges, al- 
though it is possible that other develop- 
ments such as demographic shifts could 
offset or even swamp some of them. 
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Divided Loyalties? 


FINALLY, CANBERRA ALSO has to manage 
the political and strategic issues raised by 
a deepening bilateral relationship with 
China. There is a consensus among Aus- 
tralian strategic thinkers that one of the 
main foreign-policy objectives for future 
governments will be the need to juggle the 
relationships with Washington and 
Beijing. When Japan’s economic take-off 
in the 1960s was turning it into Australia’s 
most important trading partner, the fact 
that Japan was also a U.S. ally meant that 
the foreign-policy consequences of eco- 
nomic developments were relatively 
straightforward, indeed mutually rein- 
forcing. 

This time around, however, Austra- 
lia’s major new trading partner also hap- 
pens to be the most likely future peer 
competitor for its most important ally. In- 
evitably, this injects a degree of complex- 
ity into the resulting triangular 
relationship, since it seems likely that 
greater economic integration with China 
will see Beijing seek to exert leverage 
over other areas of Australian policy. To 
date, Canberra’s strategy has been to ar- 
gue that there is no incompatibility be- 
tween its relations with Washington and 
Beijing, and so far this has proved suc- 
cessful. But the approach is inevitably 
hostage to how relations develop between 
the U.S. and China, something over which 
Canberra can exert little control. 

There is no doubt that surfing the Chi- 
na wave has been, and continues to be, a 
very rewarding experience for Australia. 
But the ride is going to involve negotiating 
some challenging undercurrents and po- 
tentially dangerous reefs. 1 | 
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The Incompetent 
Bank of Thailand 


by Pichit Likitkijsomboon 
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HE BANK OF Thailand’s re- 
cent botched attempt to 
control the inflow of for- 
eign funds into the country 
underlines the institution’s 
perennial distrust of markets and its strong 
desire to exert control. For many years now 
the Bot has been in dire need of reform. 
Last month’s fiasco clearly shows that the 
bank has learned nothing from the disas- 
trous 1997 Asian financial crisis. Further- 
more, now that Thailand is under the 
control of a military junta, it seems proba- 
ble that the bank will become even more 
controlling, making the chances of reform 
more remote than ever. This does not augur 
well for investors—either foreign or domes- 
tic—and the prospects for Thailand’s econ- 
omy in the short to medium term look 
bleak. 

The events of last month have been well 
documented by local and international me- 
dia. On the evening of Dec. 18, 2006, the 
Bank of Thailand announced draconian 
capital-control measures on the inflow of 
foreign funds. The BoT’s new measures re- 
quired interest-free 30% foreign-exchange 
reserves for all new foreign-currency pur- 





chases by financial institutions, with the 
exception of those with real underlying 
transactions. Thus, an investor who brought 
in $100 would be allowed to convert only 
$70 into Thai baht for investment in the 
Thai market, while the remaining $30 
would have to sit idle in an interest-free BOT 
account. Investors would receive the 30% 
reserves back after one year, while those 
who pull out in less than a year would re- 
ceive only two-thirds of the reserves, 
amounting to a 10% tax on the fund. For- 
eign direct investment is also subject to the 
same requirement, but investors can file an 
application to the BoT for a 30% refund. 

Not surprisingly, the markets reacted 
strongly and swiftly to the regulations. 
The next day, the Stock Exchange of Thai- 
land (SET) experienced the strongest sell- 
ing and the largest drop of stock prices 
since the 1997 Asian financial crisis, re- 
sulting in massive selling by foreign inves- 
tors (see chart on page 24). 

The stock-market plunge took the Thai 
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cabinet by surprise. Yet Pridiyathorn De- 
vakula, Thailand’s deputy prime minister 
and minister of finance (who was also gov- 
ernor of the BoT until Oct. 8), initially stood 
firm and defended the BoT’s measures. The 
new BOT governor, Tarisa Watanagase, was 
away on duty in Chiang Mai and unavail- 
able for comment. Finally, after an evening 
meeting with representatives from the SET, 
the Securities and Exchange Commission, 
commercial banks, securities companies 
and securities custodians, Mr. Pridiyathorn 
decided to “soften” the measures by ex- 
empting new FDI and stock-market funds. 
The new rules would still apply to new 
funds invested in money and debt-instru- 
ment markets. 

The market reacted positively on the 
next day with the SET index rising 69.41 
points (11.16%) to close at 691.55 (but this 
was still well below the opening level of 
721.85 points on Dec. 19). As expected, do- 
mestic institutional investors stepped in to 
bolster the market with a net purchase of 
9.75 billion baht ($273 million) while for- 
eign investors had a net selling of 2.87 bil- 
lion baht. By the end of the week four days 
later, foreign investors had registered a to- 
tal selling of 30.3 billion baht. 

What had prompted the Bor to intro- 
duce such measures? The rules were de- 
signed to counter large short-term fund 
inflows and speculation on the baht which 
began in early 2006. The United States’ in- 
creasing current account deficit and the 
prospect of a weakening U.S. dollar has 
prompted fund inflows into Asia’s major 
currencies since late 2005. Thailand, more 
than any other Asian country, has faced 
speculation on the baht with several waves 
of large inflow throughout 2006. The spec- 
ulation was partly induced by the BoT’s pol- 
icy of high domestic interest rates. The BOT, 
in reaction to rising oil prices and strong 
inflation in 2005 and early 2006, raised its 
14-day repurchase rate by 225 basis points 
from August 2005 to reach a peak at 5.00% 


in July 2006. Since then, inflation has weak- 
ened considerably from 5.9% in June 2006 
to 2.8% in October before rising slightly to 
3.5% in November 2006. However, the 
BOT’s Monetary Policy Committee, while 
admitting that oil prices and inflation had 
weakened, continued to maintain the poli- 
cy rate at 5.00%, citing strong exports, un- 
certain oil prices and the risk of inflation as 
the reasons. In contrast, the three-month 
Singapore Interbank Offer Rate and the 
three-month London Interbank Offer Rate 
actually declined slightly to 5.38% from 
5.50% and to 5.37% from 5.50%, respective- 
ly, while U.S. Fed funds rate remained at 
5.25% over the same period. 

The high domestic interest rates and the 
prospect of baht strengthening caused for- 
eign-fund inflow into the Thai financial 
markets over the last year. The baht 
strengthened quickly from 40.16 baht to the 
dollar on Jan. 6, 2006 to 35.34 baht to the 
dollar on Dec. 18, 2006—an increase of 12%. 
The BoT intervened continually by selling 
baht, causing the official reserves to jump 
from $52.8 billion to $64.7 billion over the 
period. Year-on-year export growth in the 
third quarter of 2006 remained strong at 
16.3%, however the pressure of strong baht 
started to be felt in the fourth quarter and 
Thai exporters were complaining bitterly 
as Thai goods were quickly losing compet- 
itiveness in the world market. 

The BOT's draconian measures and its 
subsequent about-face brought about crit- 
icisms and incredulity in international and 
domestic investment communities and, 
once again, put the BoT’s professionalism 
and expertise into the spotlight. The inci- 
dent reflects the BoT’s lack of understand- 
ing of investors’ sentiments and the way in 
which international investors form expec- 
tations and react to various control mea- 
sures. 

That Mr. Pridiyathorn and Ms. Tarisa 
do not have a good understanding of the 
workings of the market was reflected in 
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New rules spark selling frenzy 
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their remarks that the new measures cov- 
ered would not affect future FDI and funds 
already invested in Thailand as they only 
covered new fund inflows. But the hard 
truth is that existing foreign investors will 
pull out their money anyway because the 
prospects of more fund inflows and rising 
stock prices have disappeared, vaporizing 
their incentive to keep money in Thailand. 
Even future FDI will be negatively affected, 
as 30% must be kept in reserves and inves- 
tors must file an application to get this mon- 
ey back. Ms. Tarisa even brazenly remarked 
that only foreign investors lost in the mar- 
ket plunge—without mentioning local indi- 
vidual investors, who account for around 
one-third of daily trading activities. 

And while the “softened” measures on 
Dec. 19 may alleviate the impact on the 
stock market in the short-run, severe dam- 
age to the BoT’s credibility has been done 
with its miscalculation of the impact and its 
overnight reversal. Still, both Mr. Pridi- 
yathorn and Ms. Tarisa refused the demand 
from the investment community “to take 
responsibility” for the mistake. Now the 
foreign investment community has defi- 
nitely changed their opinion of the BoT and 
the military-appointed government for the 
worse. Continual fund outflow and stock 
market slumps are expected in the first 
quarter of 2007. Even new FDI will be af- 
fected as what investors need most is trans- 
parent, consistent and stable rules and 
regulations. The baht is also expected to 
weaken from foreign selling and pull-out. 
But the currency’s weakening and the en- 


www.feer.com 


suing alleviation of pressure on exports will 
be gained at a high price. 

Furthermore, the measures could do 
more harm than good in countering specu- 
lation on the baht. The money and debt 
markets are still subject to the 30% reserve 
requirement. Thus, tight markets are ex- 
pected for 2007. Although the lack of de- 
mand and low securities prices give higher 
yields, liquidity evaporates. This will make 
any future attempt to reduce domestic in- 
terest rates more difficult and will become 
a drag on the Thai economy, which is al- 
ready slowing down due to lack of investor 
confidence and political uncertainty. 

The fiasco highlights the Bot’s distrust 
of markets and its reliance on heavy-hand- 
ed control. However, in the era of global fi- 
nancial liberalization, financial market 
segments are increasingly integrated, and 
the spillover effects of such control mea- 
sures are unpredictable. In a press inter- 
view Ms. Tarisa categorically dismissed the 
idea that a lower interest rate will discour- 
age strong fund inflows, citing the “unclear 
effect” of the interest rate on capital inflow. 
The Bot’s distrust of markets is also ex- 
pressed through its strong opposition to fi- 
nancial liberalization and its refusal to 
allow foreign financial institutions to play 
a larger role. Its antireform stance was also 
clear in 2005 when the BoT vehemently op- 
posed the Ministry of Finance’s proposal to 
set up an independent financial institution 
supervisory agency, leaving the BoT with 
the task of macromonetary policy only. 

The Bot, with Mr. Pridiyathorn’s sup- 
port, is now in the process of proposing a 
set of newly drafted financial institutions 
acts to the military-appointed legislative 
assembly which would give the BOT even 
more complete supervisory power over fi- 
nancial institutions. The direction is clear: 
The Bot will tighten its grip on local finan- 
cial institutions with more restrictions and 
control. In the meantime, MOF officials who 
are more open-minded about BOT reform 
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will have to keep their mouths shut. 

For decades the BoT’s supervision of fi- 
nancial institutions has favored local com- 
mercial banks by limiting the number of 
commercial banks in the market and re- 
stricting the roles of foreign financial insti- 
tutions. Thus the Thai market has been 
dominated by the local banking cartel, with 
implicit collusion and less choices of servic- 
es for local savers and investors. Even BOT 
bonds issued to the tune of 844 billion baht 
($23.6 billion) to absorb liquidity from fund 
inflow since the beginning of 2006 have 
also benefited local commercial banks by 
providing risk-free assets of 4.5% to 5.2% 
returns, and resulted in a diversion of loan 
funds from the private to the public sectors. 
The high interest-rate policy and the result- 
ing strong baht also allowed local commer- 
cial banks to make 8.38 billion baht profits 
from foreign-exchange activities in the 
third quarter of 2006, as against six billion 
baht in the second quarter. 

But perhaps more worrying is that the 
BOT’s adherence to its high interest-rate 
policy calls into question the political neu- 
trality of the institution. The Bot should 
have reduced the interest rate in September 
and early October—around the time of the 
coup—but refused to do so despite clear 
signs of weakening inflation and a slowing 
economy. This begs the question of wheth- 
er the BOT intentionally maintained a high 
interest rate to keep afloat the stock market 
and the value of the baht. Moreover, the 
then BoT Governor Pridiyathorn repeated- 
ly affirmed that the coup, which he praised 
as “peaceful and popular,” had not nega- 
tively affected investors’ confidence or the 
prospects of the Thai economy. Noticeably, 
the person who announced the Bot’s “soft- 
ened” measures in the evening of Dec. 19 
was also Mr. Pridiyathorn. He subsequent- 
ly denied he had intervened with the BOT’s 
decision, claiming that consultation with 
Ms. Tarisa had been made on the phone. 

Clearly, the Bor is in dire need of re- 
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form. The Bot has been an epitome of bu- 
reaucratic conservatism in Thailand. It 
looks at the market with policy maker’s sus- 
picious eyes and lacks the perspectives of 
investors and speculators. It always guards 
its supervisory power over financial insti- 
tutions with teeth and claws. This results 
from its distrust of market and competition. 
Hence, its typical approach in time of mar- 
ket action is to issue one restriction after 
another with increasing degrees of strength 
until it is too late and too expensive to use 
a market solution. It is time for the BOT to 
do some soul searching and revaluate its 
whole regulatory approach to the Thai f- 
nancial market. Most importantly, the Bot’s 
accountability to the public must be in- 
creased. The regulator’s mindset must be 
overhauled. Financial liberalization must 
be pursued seriously. And there is a need to 
shift from restriction and control to rule- 
based market competition, with the BOT 
acting as a referee, not a father figure telling 
financial institutions what they can or 
cannot do. However, the prospect of such 
reform is very slim indeed, given that Thai- 
land seems to have started down an un- 
democratic path that could run for years. 
The Dec. 19 incident and its political im- 
plications have cast doubt on the military- 
appointed government’s capability to 
handle the Thai financial market and the 
Thai economy, which are heavily driven by 
the private sector, export-oriented indus- 
tries and strong foreign involvement. No- 
ticeably, the current government consists 
mainly of retired bureaucrats and military 
officers. Public and investor confidence is 
at stake. The overthrow of a popularly 
elected government and a military coup has 
already shaken confidence. The last thing 
this government wants is to be seen as in- 
competent in economic management amid 
global competition in trade and investment. 
However, with the December blunder by 
the Bort, the last drop of confidence may 
have already evaporated. i | 
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Buying Into 
China’s Volatility 


by Michael Pettis 





N NOVEMBER DURING a 
banking conference in 
Beijing, a senior manager 
from Bank of China noted 
humorously that his bank, 
whose recent rro had been priced at just 
over three times book value and had since 
traded up to 3.4 times, had a significantly 
higher valuation than the conference’s 
host, HSBC, which was trading at roughly 
2.1 times book value. Critics of China’s 
banking reform who continue to complain 
about bad loans, he suggested, might be 
missing the point. The market’s assess- 
ment was clear: Chinese banks are healthy 
enough for markets to assign very high 
values to their shares. 

At first glance his suggestion seems 
reasonable. Share prices have informa- 
tional content, after all, and market valu- 
ations must reflect real investor 
perceptions. Two weeks earlier the biggest 
public offering in history, the $22 billion 
IPO by the Industrial and Commercial 
Bank of China (csc), had been by almost 
any standard a success. Not only was the 
offering oversubscribed approximately 50 
times, but immediately after its launch its 





share price surged 15%. Like other wildly 
successful recent Chinese bank Iros, in- 
cluding those of the China Construction 
Bank and Bank of China, the IcBc transac- 
tion seemed to confirm that international 
stock markets love Chinese banks. 

Markets process many kinds of infor- 
mation, however, and because shares in 
Chinese banks and shares in global banks 
represent different kinds of claims, it is a 
mistake to assume that their informational 
content is the same. On the contrary, where- 
as the share price performance of Citibank 
or HSBC may say a great deal about inves- 
tors’ assessment of their loan and earnings 
quality, it says something very different in 
the case of Chinese banks. 

This is because shares of companies 
with dramatically different levels of sol- 
vency trade on very different types of in- 
formation, and while there have certainly 
been improvements in lending practices in 
recent years, Chinese banks have a long 


co Mr. Pettis is a professor of finance at the 
Guanghua School of Management at Peking 
University. Chang Hui, a graduate student at 
the school, assisted in preparing data. 


-o 


way to go before they are healthy and can 
be considered prudently managed. If non- 
performing loans and other assets were 
valued correctly, these banks would be 
technically insolvent. In a November 2006 
report, Fitch Ratings estimated the total 
amount of nonperforming loans in the sys- 
tem, and calculated, assuming a 30% re- 
covery rate on nonperforming loans 
(though on average the recovery rate for 
Chinese banks has been closer to 20%), to- 
tal unrealized losses in the banking system 
to be roughly $250 billion, which exceeds 
total capital and reserves by more than 
one-third. 

This figure does not include estimates 
made for the rapid loan expansion of the 
past two years, with loans growing 10.2% 
in just the first half of 2006. Most analysts 
believe this breakneck growth will result 
in a surge in new nonperforming loans. 
Fitch’s figures also do not include another 
$300 billion in loan carve-outs by asset 
management companies, who paid for the 
loans with low-coupon bonds which, if 
marked to market, would involve a further 
write-down of 10-15%. After taking into 
‘account these adjustments, liabilities ma- 
terially exceed the true value of assets for 
every major bank in China. 


Optionality in Equity Prices 
BECAUSE THEY ARE technically insolvent, 
the informational content of share prices 
for Chinese banks is different than for sol- 
vent global banks. High valuations nor- 
mally indicate expectations of low 
volatility and smooth sailing ahead, but 
share prices can measure a number of 
things, and in fact under certain circum- 
stances rising share prices may indicate 
more, not less, expected volatility. This is 
the case for Chinese banks, whose market 
valuations reflect a very strong component 
of optionality in the share price. 

One useful way of understanding the 


valuation of equity shares is by comparing 
them to call options and decomposing 
their value. As is widely recognized, eq- 
uity has a relationship to the operating as- 
sets of a company that is similar to the 
relationship between a call option and its 
underlying asset. Options are defined in 
part by their strike price. In the case of eq- 
uity, the corresponding strike price is 
equal to the total liabilities of the compa- 
ny. This is because equity holders “own” 
whatever is left after all liabilities have 
been paid, just as owners of call options 
“own” the value of an asset above the 
strike price. 

A call option has intrinsic value when 
the value of the underlying asset exceeds 
the strike price. Similarly, when a compa- 
ny is solvent—i.e. the market value of a 
company’s assets exceeds its liabilities— 
the company’s shares have intrinsic value 
equal to the difference between the two. 
If all assets and liabilities were recorded 
at their true market value, intrinsic value 
would be equal to a company’s book value. 
Since this is almost never the case, intrin- 
sic value can be significantly more or less 
than book value. Only solvent companies 
have intrinsic value, and the greater the 
value of assets relative to liabilities, the 
more intrinsic value there is in the share 
price. For highly solvent companies, intrin- 
sic value comprises by far the largest com- 
ponent of share price. 

But intrinsic value does not fully ex- 
plain share price. In the same way that the 
value of a call option must always exceed 
its intrinsic value, the value of a share is 
also always greater than its intrinsic value. 
The most important reason for this is that 
equity shareholders have limited exposure 
to a drop in asset value and unlimited ex- 
posure to an increase. This “extra” value 
over the intrinsic value, called time value, 
measures the expected volatility in the 
value of a company’s assets. Time value in- 
creases when expected volatility rises. The 
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greater the reasonable range of possible 
outcomes for future asset values, the great- 
er the time value. If there is a very high 
probability the value of the asset will soar, 
even if there is an equally high probability 
it will collapse, the limited exposure to a 
collapse combined with unlimited expo- 
sure to soaring values will ensure a very 
high time value. 

A company’s share price, like the price 
of an option, is the sum of the intrinsic val- 
ue and the time value. The ratio between 
the two varies as a function of solvency. 
Time value accounts for 100% of the share 
price of an insolvent company. However, 
for a solvent company, time value accounts 
for a steadily declining percentage of the 
share price as the value of assets rises rel- 
ative to liabilities. 


Solvent v. Insolvent 


THE SENSITIVITY OF the share price to 
changes in asset value increases as the val- 
ue of acompany’s assets rises relative to its 
liabilities. For an insolvent company this 
sensitivity is low, which is another way of 
saying that changes in the value of under- 
lying assets have only a small impact on 
the share price of an insolvent company. 
For solvent companies, it is the opposite. 
Changes in equity value of these compa- 
nies are highly sensitive to changes in as- 
set value, and as market valuations of the 
company’s assets rise or fall, there will be 
a significant impact on the value of the 
company’s shares. 

In the case of high intrinsic value com- 
panies, the main driver of changes in the 
share price is likely to be changes in inves- 
tors’ assessment of asset values, which di- 
rectly affects intrinsic value. Because 
companies are likely to have a wide mix of 
assets, on average the total value of these 
assets is not likely to vary very much since 
they may be largely uncorrelated. This is 
also true of well-managed banks, whose 
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loans are highly diversified by industry 
and region. Generally for companies in 
the same industry, the greater the intrin- 
sic value the less volatile share prices tend 
to be. 

Sometimes shares have very little or no 
intrinsic value. The share price of new In- 
ternet companies, for example, consists al- 
most entirely of time value since these 
companies have low intrinsic value. In 
spite of their lack of assets, however, In- 
ternet companies often receive high valu- 
ations. This may seem paradoxical at first, 
because we normally associate high valu- 
ations with low volatility, but Internet 
companies are valuable precisely because 
their future outlook is so uncertain—rang- 
ing from quick bankruptcy to massive fu- 
ture profitability. 

Companies that are insolvent or nearly 
insolvent also have little to no intrinsic 
value. Their liabilities are not much less, 
and sometimes greater, than the value of 
their assets. Like Internet companies, the 
value of their shares consists only, or most- 
ly, of time value. Nonetheless if the value 
of the underlying asset is very volatile, the 
shares of the insolvent company, like call 
options and Internet shares, can still be 
valuable. Their value consists not of net as- 
sets, but of the possibility that the com- 
pany will generate very high revenues, or 
its assets rise sharply in value, at some fu- 
ture point. 

This implies, conversely, that changes 
in the value of the underlying assets have 
only a minimal impact on the share price 
(until the value of assets has risen enough 
to approach or exceed liabilities). Share 
prices for insolvent companies are likely to 
rise or fall primarily because of changes in 
expected volatility, and because expected 
volatility can change often and dramati- 
cally, it is normal for their shares to rise 
and fall in price much more sharply than 
shares in general. 


Chinese bank shares typify this kind of 
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Owning Chinese banks’ shares is like making a pure 





behavior. Their shares have no intrinsic 
value because their liabilities exceed the 
value of their assets. However even though 
investors may agree that Chinese banks are 
insolvent, they may still believe that the 
shares of these banks, like shares in Inter- 
net start-ups, are valuable. This is because 
in valuing these shares, the value of the un- 
derlying assets is much less important than 
the expected volatility of those assets. 

The value of the Chinese banking fran- 
chise is closely tied to long-term economic 
growth in China. No matter how pessimis- 
tic he may be about the total amount of non- 
performing loans, any investor who believes 
that China’s economic outlook is extremely 
volatile will place a high value on a call op- 
tion giving him access to this volatility. Pre- 
cisely because their shares have no intrinsic 
value, large Chinese banks are among the 
best assets with which to make pure bets 
on the volatility and growth of the underly- 
ing economy, and because China is under- 
goingradical reform this makes bank shares 
valuable even if the banks are in poor shape. 
As long as China’s economy lurches for- 
ward, and as long as expected GDP growth 
in the foreseeable future is very high, bank 
share prices will hold up or even strength- 
en. But when the economy shows danger 
signs, or when expected app growth is re- 
vised substantially downward, bank shares 
will suffer disproportionately. 

This is not the first time markets have 
placed high values on the shares of insol- 
vent banks. Large developing countries in 
the process of rapid reform and change are 
almost always likely to see extremely high 
values placed on their bank shares, even 
when (and this is often the case) the banks’ 
loan portfolios are doubtful. One recent 
example is the case of Mexico in 1990-92 
when it privatized 18 state-owned com- 
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mercial banks—the entire banking sys- 
tem—as part of a process of reform that 
promised to change the Mexican econom- 
ic and political landscapes dramatically. 

At the time Mexico was just emerging 
from nearly a decade of crisis, and as in 
China today, reform in Mexico created 
both great uncertainty and great opti- 
mism. After years of government misman- 
agement Mexico’s outlook seemed filled 
with great potential, although the reform 
experiment was also fraught with risk. 
With such high volatility around expected 
future GDP growth, investors placed an ex- 
tremely high value on ways to access Mex- 
ican economic volatility, in the same way 
that investors would expect to pay a lot for 
an option on a very volatile asset. 

They showed how much they were will- 
ing to pay when the banks were privatized. 
The prices at which the 18 banks were sold 
stunned even the government agencies re- 
sponsible for the sales. Mexican banks, 
whose loan portfolios were doubtful at best 
and who were in nearly every case techni- 
cally insolvent, sold for an average of more 
than three times book value—all the more 
remarkable given that global interest rates 
were much higher than they are today. Val- 
uation criteria for the banks exceeded 
those of several of the largest banks in the 
world. After it was privatized Mexico’s 
largest bank, Banamex, had a price to book 
value ratio nearly twice that of Citibank, 
Mexico’s largest creditor. 


Unstable Valuations 


NOT SURPRISINGLY, THE very high valua- 
tions placed on Mexican banks by Mexi- 
can and foreign investors were extremely 
unstable. As the first positive: 

reform were felt, valuations ‘te 
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higher, but this was not to last. The Mexi- 
can crisis of 1994 saw bank share prices 
totter and then collapse, and for the next 
few years as the outlook for Mexico’s econ- 
omy shifted, their share prices fluctuated 
violently. 

By 1998, Banamex was trading at little 
more than half of book value as the impact 
of the Mexican and Asian crises slowed 
Mexico’s growth prospects. Not surpris- 
ingly, there was also a surge in nonper- 
forming loans. By the late 1990s Mexican 
authorities were so concerned about the 
poor performance of the banks that they 
permitted and encouraged sales to better- 
capitalized foreigners, and today most ma- 
jor Mexican banks are foreign-owned. 
Citibank purchased Banamex in 2001. 

There is an important lesson to be 
learned from the experiences of other de- 
veloping countries undergoing reform. 
The success of the Chinese bank Pos 
should not be seen as a referendum on the 
health of the banking system or on the pro- 
cess of banking reforms. As was the case 
in Mexico and in other developing coun- 
tries going through dramatic reform, the 
success of the rros reflects primarily in- 
vestor willingness to speculate on a very 
volatile set of outcomes. High expected 
volatility can lead to high option prices 
and high share prices, but just as already 
high share prices can soar at any good 
news about the economy, they will drop 
drastically at any bad news. 

This has implications for bank regula- 
tors. For years economists have argued 
that China’s banking regulators need a 
more effective monitoring system. Al- 
though China’s regulatory bodies are filled 
with capable managers, the problems in 
the Chinese banking system are too deep 
to be easily managed and often involve po- 
litical sensitivities that make it difficult to 
identify and resolve problems. It was 
thought that these issues might be partial- 


ly resolved by the 1pos. One of the func- 
tions of a securities market, after all, is to 
provide clear signals about market percep- 
tions of risk and value, and these market 
perceptions could be harnessed by Chi- 
nese regulators. By publicly listing the 
large Chinese banks in the international] 
markets, regulators hoped to enlist the aid 
of thousands of sophisticated investors 
from around the world to assess and judge 
the operating performance of these 
banks. 

It is not clear, however, that changes in 
bank share prices will in fact have much 
signaling value to regulators. Soaring pric- 
es do not indicate that investors are satis- 
fied with the pace of reform or the 
resolution of nonperforming loans in the 
banking sector. They indicate that inves- 
tors are betting on continued rapid GDP 
growth. If and when China enters into 
what investors think is a material slow- 
down in expected long-term growth, bank 
share prices will fall sharply even if bank 
loan portfolios are improving. 

It will not be until the banks gain com- 
fortable levels of solvency that the infor- 
mational content of their share price 
behavior will resemble that of their devel- 
oping-country peers. But for now, by av- 
idly purchasing shares in Chinese bank 
1Pos, the market is not saying that it has 
evaluated the Chinese banking system and 
found it satisfactory. It is saying something 
very different—that Chinese bank shares 
represent a good way to speculate on Chi- 
nese economic volatility. Optimists, like 
me, may believe that in the long run this 
will turn out to be a good bet, but for now 
no one should take much comfort in recent 
price performance. The Chinese banking 
system is still a mess, and it will be years 
before we can decide otherwise. It will 
also be years before changes in share pric- 
es tell us much about the fundamental 
health of the banks. = 
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Tokyo and Taipei 


Try to Tango 


by Hiroyasu Akutsu 
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HE RECENT IMPROVEMENT 
in Sino-Japan relations 
might give the impression 
that Japan-Taiwan ties are 
no longer in fashion. But 
this is far from being the case. Significant 
behind-the-scenes efforts aimed at main- 
taining and strengthening the quasi-alli- 
ance of informal political and military ties 
between Tokyo and Taipei are ongoing, 
and these efforts are underlined by the 
support of the two countries’ common ally 
the United States. 

In February 2005, Japan and the U.S. 
released an unprecedented joint statement 
which described Taiwan as a “common 
strategic objective.” This was the first of- 
ficial mention of Taiwan in a U.S.-Japan 
statement since the 1969 Sato-Nixon Com- 
munique. The statement outraged Beijing, 
and a month later China passed the Anti- 
secession Law, a belligerent piece of legis- 
lation which threatened the use of military 
force on Taiwan. 

Under the Abe administration, many 
people in the Taiwanese government and 
the pan-green camp hope to see Japan- 
Taiwan relations stepped up. Some point 
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to the fact that Mr. Abe’s maternal grand- 
father, former Prime Minister and Foreign 
Minister Nobusuke Kishi, visited Taipei in 
secret in 1969. Perhaps more important 
though is Mr. Abe’s realist stance on Chi- 
na. To date, much Japanese diplomacy on 
China has been driven by politicians who 
either possessed a strong sense of guilt for 
Japan’s past conduct in China, or have per- 
sonal sympathies toward China. Mr. Abe’s 
approach, however, is based on strategic 
thinking rather than emotion—his new 
initiative with China is termed “strategic 
reciprocity.” In addition, Mr. Abe’s sup- 
port for increased security cooperation 
with Asia-Pacific maritime democracies— 
including the U.S., Australia, India and po- 
tentially Taiwan—has raised new hope 
among pro-independence Taiwanese for 
stronger ties between Japan and Taiwan. 

At the diplomatic level though, Mr. 
Abe’s term has brought no change in Ja- 
pan’s official cross-Strait policy. Japan’s 
official stance on cross-Strait relations re- 
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mains unchanged since the establishment 
of diplomatic relations with China in 1972, 
at which time formal relations with Tai- 
wan were severed. Since then bilateral ex- 
changes have been maintained at the 
bureaucratic level by Japan’s Koryukyou- 
kai (The Interexchange Association) and 
Taiwan’s Association of East Asia Rela- 
tions; and at the political level by the Nik- 
kakon, or the Japan-Republic Of China 
Diet Members’ Consultative Council. 

However, Japan’s ties with Taiwan in 
practical matters have 
gradually been strength- 
ened. In 2005, the Japa- 
nese Diet passed a 
visa-waiver law for Tai- 
wanese tourists staying 
in Japan for less than 90 
days, and also agreed to 
introduce shinkansen, 
Japanese bullet trains, 
into the Taipei-Kaoshi- 
ung High Speed Railway 
in Taiwan. These deci- 
sions are not only com- 
mercially motivated, but 
also politically motivated. 
The visa-waiver law was 
passed despite opposition 
from mainland China, and such a decision 
would never have been made when Japan’s 
diplomacy toward China was more emo- 
tion-based. 

More importantly, the Japanese Min- 
istry of Foreign Affairs itself is now more 
realistic about Japan’s relations with Chi- 
na, and more pro-Taiwan. One notable 
event was the appointment of Takeo Akiba 
as new director of MOFA’s China and Mon- 
golia Division. In a break with tradition, 
Mr. Akiba is not from the so-called “China 
school” of Japanese diplomats. Instead, he 
speaks fluent English and is considered to 
be a potential candidate for the coveted 
position of vice minister of foreign affairs, 
the highest bureaucratic post in the min- 





Lee Teng-hui, former president of Taiwan, greets 
supporters at the airport as he leaves Osaka on 
Jan. 2, 2005. His trip caused outrage across China. 
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istry. Usually, a promising elite diplomat 
who is expected to become a future vice 
minister would progress through the 
ranks without being assigned to oversee 
China matters. So Mr. Akiba’s appoint- 
ment as head of MoFa’s China section indi- 
cates the China School’s loss of power, and 
the rise of more strategic-minded and re- 
alist officials within MOFA. 

Even so the Taiwanese government’s 
call for strengthened strategic ties with 
Japan has not been officially accommodat- 
ed by Tokyo so far. Dur- 
ing a video conference 
organized by Waseda 
University in October 
2006, President Chen told 
Japanese politicians, aca- 
demics and reporters that 
Japan’s own version of 
the Taiwan Relations Act 
could serve as a pivotal 
foundation for peace and 
stability in the Asia-Pa- 
cific region. This is a clear 
call for a direct alliance 
with Japan. Although the 
Japanese government has 
not responded, some Diet 
members have gone as far 
as proposing that Taiwan participate in 
maritime search-and-rescue exercises 
with the Japan Maritime Self-Defense 
Forces to secure safe maritime transits. 
For example the Democratic Party of Ja- 
pan’s Akihisa Nagashima—the shadow 
cabinet defense minister—mentioned the 
possibility of such exercises at an interna- 
tional symposium on Taiwan held in To- 
kyo on June 20, 2006. 

Taiwan has also been courting Japan 
for a free trade agreement, and MOFA re- 
leased a study report a few years ago that 
identified Taiwan as a major candidate for 
an FTA. But the report suggested such an 
agreement might be premature due to po- 
litical complications. As of December 
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2006, Japan and Taiwan have not formal- 
ly discussed an FTA, but since 1972 the two 
governments have had a consultative 
framework to deal with economic ties, and 
the issue of an FTA has been discussed 
within that framework informally. 
Another measure of the status of Japan- 
Taiwan official relations is how Japan 
deals with the visits of former President 
Lee Teng-hui. Mr. Lee has been one of the 
strongest advocates of Taiwanese indepen- 
dence and is considered a prime enemy by 
Beijing. Despite the strained relationship 
between Mr. Lee and President Chen, the 
Taiwanese government has been grateful 
to Japan for granting a visa to the former 
president in the face of mainland opposi- 
tion. Japan did this mainly because Mr. Lee 
is quite popular in Japan and respected by 
influential intellectuals. For example the 
Association of Lee Teng-hui’s Friends in 
Japan includes influential conservative in- 
tellectuals such as Hiroyuki Agawa, prom- 
inent novelist; Shiro Odamura, former 
president of Takushoku University; and 
Hisahiko Okazaki, former Japanese Am- 
bassador to Saudi Arabia and Thailand. 
However Taiwan’s current domestic 
political turmoil could further widen the 
divide between Mr. Lee and Mr. Chen, and 
eventually work against international sup- 
port for Taiwanese independence. Regard- 
ing Japan’s perception of the more 
pro-China Kuomintang and its chairman, 
Ma Ying-jeou, the Kuomintang has worked 
to give the impression of having good rela- 
tions with Japan to bolster voter support. 
During Mr. Ma’s visit to Japan in July 
2006—a time when his popularity was on 
the decline—he appeared to be desperate 
to meet with Japanese political heavy- 
weights and post-Koizumi hopefuls. Mr. 
Ma was in an advantageous position to uti- 


lize his visit to Japan, as Mr. Chen is unable 
to go there. However during July’s visit Mr. 
Ma was reportedly only able to meet with 
Tokyo Metropolitan Governor Shintaro 
Ishihara and several Liberal Democratic 
Party Diet members. Although some media 
in Taiwan reported that Mr. Ma had met 
with Mr. Abe and even discussed how to 
treat Mr. Lee, this report turned out to be 
false. Furthermore, to the eyes of many 
Japanese Diet members, Mr. Ma’s stance 
toward Japan is opaque. His appreciation 
of war-time Taiwanese heroes who fought 
against Japan at last year’s National Foun- 
dation Day and his reportedly harsh stance 
on the Senkaku Islands (known as the Di- 
aoyutai in Chinese), have made many key 
policy makers in Tokyo skeptical about his 
positive statements on Japan. 

However, some signs of hope can be 
found. Mr. Abe’s new book, Utsukusihi 
Kunihe or “Changing Japan into a Beauti- 
ful Nation,” argues that Japan is a liberal 
democracy and should increase its coop- 
eration with other democracies, including 
India, Australia and the U.S. These nations 
are all maritime and share common values 
of freedom, democracy, market mecha- 
nism, rule of law, and so on. Given that Tai- 
wan is also a democracy and shares those 
values, its membership this “Asia-Pacific 
coalition of maritime democracies” is a 
foregone conclusion. Mainland China 
would no doubt consider such a coalition 
as hostile, but for Taiwan, this sort of pro- 
posal from Japan offers great encourage- 
ment. Mr. Abe sounds idealistic when he 
emphasizes common values between Ja- 
pan and Taiwan, just as U.S. President 
George W. Bush stresses liberal and demo- 
cratic values in his policy statements. 
However, Mr. Abe’s idea is backed by a re- 
alist recognition of the strategic value of 
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Taiwan, which is widely shared by Japa- 
nese security experts. 

Ensuring free transit through the Tai- 
wan Strait, which is part of the sea lines of 
communication, is of particular strategic 
importance to Japan because it relies on 
imports shipped by sea for food and vital 
raw materials. Many Japanese and U.S. se- 
curity experts are concerned that if China 
controlled Taiwan, China would utilize 
Taiwanese ports for submarines that could 
operate freely throughout the Western Pa- 
cific. The importance of the Taiwan Strait 
was widely recognized by normal Japa- 
nese citizens during the 1995-96 missile 
exercises by China toward Taiwan, when 
some commercial ships and flights passing 
through or above the Taiwan Strait had to 
be canceled. Even a scenario in which Chi- 
na gains control of Taiwan without using 
force would have avery serious impact on 
Japan. Judging from the case of Hong 
Kong, such an annexation could begin 
with “One Country, Two Systems,” and 
gradually advance to full annexation. 

The above discussion highlights the 
importance of the February 2005 joint 
statement by the U.S.-Japan Security Con- 
sultation Committee, which refers to 
“peaceful solution of the Taiwan issue” as 
a common strategic objective. The state- 
ment also involves sharing missions, roles 
and capabilities between the U.S. military 
and the Japanese Self-Defense Forces in 
peacetime, and at times of contingencies 
in Japan, this could also occur in areas 
surrounding Japan. As these areas obvi- 
ously include the Taiwan Strait and the 
Korean Peninsula, both the U.S. and Japan 
have effectively agreed to strengthen Tai- 
wanese defense by strengthening their bi- 
lateral alliance. 

Following the collapse of the Soviet 
Union, the Japanese Defense Agency has 
shifted its strategic focus from the North 
to the West. The agency’s latest National 
Defense Program Outlines, approved at the 
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cabinet meeting on Dec. 10, 2005, empha- 
size the need to keep paying special atten- 
tion to North Korea’s development of 
weapons of mass destruction, ballistic mis- 
siles and maintenance of large-scale spe- 
cial forces, and also to China’s 
modernization of its missile capabilities, 
naval and air power, and its expansion of 
maritime activities. The official document 
clearly states that Self-Defense Forces will 
respond effectively to the invasion of “Ja- 
pan’s offshore islands” and will also main- 
tain fighter aircraft units to respond 
instantly to the violation of Japanese ter- 
ritorial airspace, as well as combatant ships 
and other assets in order to respond to 
armed special-purpose ships operating in 
waters surrounding Japan, submerged for- 
eign submarines operating in Japan’s ter- 
ritorial waters, and other similar vessels. 
Although there has never been a formal 
dialogue between Japan and Taiwan on se- 
curity issues—except for a few low-key 
meetings among U.S., Japanese and Tai- 
wanese defense officials in the wake of the 
1995-96 Taiwan Strait Crisis—there are in- 
formal, nongovernmental (Track IT) dia- 
logues and conferences among former 
officials and academics in Japan, Taiwan 
and the U.S. all the time. These include the 
activities of the ppp-related group Taiwan 
Thinktank, and Japan’s Okazaki Institute. 
To sum up, the development in the Ja- 
pan-U.S. alliance and MoFa’s increasingly 
realistic attitude toward China and accom- 
modation with Taiwan indicate that within 
the U.S.-Taiwan-Japan “virtual” trilateral 
alliance, both U.S.-Japan ties and Japan- 
Taiwan ties are making some progress. Of 
course, optimism must be restrained, and 
many obstacles remain to 4d stronger “vir- 
tual” trilateral alliance. On Japan’s side in 
particular, collective self-dense and the 
principles of nonexport of weapons con- 
tinue to be problematic, although the new 
Abe cabinet is willing to tackle these is- 
sues more squarely. Taiwan still cannot 
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The results of the 2008 presidential elections in 
Taiwan will greatly affect Tokyo-Taipei ties. 
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participate even in security-related acti- 
vities such as the U.S.-led Proliferation Se- 
curity Initiative, despite its request to the 
U.S. to be allowed in the activities. 

As already mentioned, the current cha- 
otic political situation in Taiwan also com- 
plicates the future course of Japan-Taiwan 
relations. Some observers argue that a “de- 
mocracy could destroy itself” scenario 
could occur in the 2007 Legislative Yuan 
elections and the 2008 presidential elec- 
tions. Another loss of the majority by the 
DPP to the Kuomintang in the Legislative 
Yuan, and the defeat of a successor to Mr. 
Chen by Mr. Ma would be a step closer to 
Taiwan’s integration to mainland China, 
which is still formally a communist re- 
gime. If the result of the 2008 Taiwanese 
presidential election does indeed herald 
the beginning of the end of Taiwan de- 
mocracy, this would radically alter Japan- 
Taiwan relations. 

One sign of hope is the fact that accord- 
ing to major Taiwanese opinion polls, the 
majority of the Taiwanese people consis- 
tently favor the status quo and think Tai- 
wan’s future should be decided by the 
Taiwanese themselves, instead of formal- 
ly stipulating unification with mainland 
China in any written form. It can be ob- 
served that changes of administrations 
may not influence the Taiwanese prefer- 
ence for the status quo, or de facto political 
independence after 2008. 

Who will win the upcoming elections 
in Taiwan is still anybody’s guess. But the 
fate and the future of Taiwan can be de- 
termined only by the Taiwanese people 
themselves, not a single dominant party. 
That is also Taiwan’s strong point. Tai- 
wan’s continuation as a democracy pro- 
vides Japan with a political counterbalance 


to China. Japan’s support for Taiwan’s full 
membership in the World Health Organi- 
zation, or for Taiwan’s involvement in the 
discussion of an FTA in the Asia-Pacific 
Economic Conference and other interna- 
tional organizations could increase Ja- 
pan’s diplomatic-strategic options with 
China. In this sense, too, closer ties with 
Taiwan are beneficial to Japan. 

China has shifted to a softer diplomat- 
ic tactic to win the hearts and minds of the 
Taiwanese people and manipulate Tai- 
wan’s domestic politics in its favor since 
the 1995-96 failure of its military threat- 
based diplomacy toward Taiwan. Howev- 
er as long as it maintains the use of force 
against Taiwan, and as long as Taiwan 
continues to be a liberal democracy, then 
Japan’s quiet efforts to maintain its “vir- 
tual alliance” with Taiwan will continue. 
Currently, security issues surrounding the 
Korean Peninsula, not the Taiwan Strait, 
may reinforce cooperation between Japan 
and China and divert both sides’ attention 
from Taiwan. 

At the same time, through the North 
Korean security issue, Japan has been in- 
creasingly more security-minded and has 
realized the need for a stronger Japan-U.S. 
alliance, security policy and self-dense 
forces. It still remains to be seen how much 
stronger those can be in the future. But 
while Japan-Taiwan relations continue to 
be overshadowed by official Japan-China 
relations under “strategic reciprocity,” 
common values of democracy, market econ- 
omy and the rule of law between Japan and 
Taiwan would continue to justify Mr. Abe’s 
idea of a coalition of Asia-Pacific democra- 
cies. Taiwanese efforts to maintain their 
own democracy would provide a strong ba- 
sis for hope to their outside supporters. 
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China’s Onerous 
New Labor Law 


by Alexander May and Tong Jia 





EW AND UNPRECEDENTED 
labor legislation is poised 
to shake up the business 
environment in China. The 
Labor Contract Law (LCL), 
currently in the final drafting stage, is ex- 
pected to be issued in May. Its stated pur- 
pose is to engender employee protection 
and harmonious relations between employ- 
ers and employees, but the draft LCL has 
created astir. Some argue it will harm Chi- 
na’s economy by imposing costly and unre- 
alistic obligations on employers, while 
others praise it for enfranchising employ- 
ees. Certainly it is going to impose extra 
costs, legal burdens and liabilities on firms. 
And as the LCL substantially favors employ- 
ees, managers should be aware there will 
be no room for cavalier attitudes regarding 
the drafting of employment contracts. 

The legislation affects all foreign and 
domestic employers in China, and pre-ex- 
isting employment contracts will have to 
be revised or redrafted to comply with the 
LCL regardless of when they were execut- 
ed. Additionally, company rules and hand- 
books will also need to be reviewed for 
compliance. 





One of the major provisions of the draft 
LCL specifies that policies and rules made 
by employers, directly relating to “vital in- 
terests” of employees, must be agreed 
upon by the employees or their representa- 
tives. This means rules deemed necessary 
by an employer regarding a company’s 
business or management may be subject to 
the approval of employees. Furthermore, 
“vital interests” is undefined, so unless the 
LCL is more specific once issued, this pro- 
vision has the potential to seriously under- 
mine a company’s management and 
business plans. Moreover, the draft LCL 
also specifies that where an employer 
makes rules without consulting its em- 
ployees, directly related to their vital in- 
terests, they will be invalid. 

Where an actual employment relation- 
ship is formed between an employer and 
employee without a written labor contract, 
they will be deemed to have entered into a 
nonfixed-term employment agreement. 
Additionally, where an employer and em- 
ployee have a different understanding of 
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the labor relationship between them, the 
employee’s perspective will generally pre- 
vail. Because Chinese law does not effec- 
tively distinguish between employees and 
independent contractors, it is foreseeable 
that problems may arise as a result. 

The draft LCL also hits employers hard 
because in the case of labor-contract dis- 
putes, it requires an analysis of disputed 
terms, but where multiple interpretations 
can be made the version most beneficial to 
an employee will prevail. Clearly every sub- 
stantive term of an employment agreement 
will need to be scrupulously drafted and 
translated to protect employers. 

A further significant article dramatical- 
ly shortens employee probation periods to 
one month for nontechnical personnel, two 
months for technical personnel and six 
months for senior technical personnel, but 
only where the employment term is greater 
than three months. There can be no proba- 
tion period for employment terms of less 
than three months. However, the draft LCL 
fails to define “nontechnical,” “technical” 
and “senior technical” personnel. More- 
over, it specifies even where an employer 
and employee mutually agree upon an ex- 
tended probation period, if it violates the 
LCL, it will be deemed invalid and the em- 
ployer will be liable for damages. 

The draft LCL specifically addresses 
noncompetition agreements and limits 
their geographic scope and duration. How- 
ever, the validity of employee noncompeti- 
tion agreements is dependent upon both 
significant additional compensation and 
proper termination. The draft LCL does pro- 
vide penalties for employees who violate 
noncompetition agreements but they are 
relatively minimal. Moreover, while the ex- 
isting Labor Law mildly acknowledges 
commercial secrets, it makes no mention of 
noncompetition agreements; conversely 
the draft LcL addresses noncompetition 
agreements for employees with access to 
commercial secrets without separately ad- 
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dressing nondisclosure issues. Assuming 
an employer were to execute a nondisclo- 
sure agreement with an employee, it is not 
clear whether penalties would be allow- 
able, because the draft LcL only allows for 
penalties to be levied against employees in 
the case of training costs and breach of a 
noncompetition agreements. 

The draft Lc also indicates where a la- 
bor contract causes material misunder- 
standing between the parties, or contains 
any obviously unfair terms, the parties to 
the contract have the right to bring the mat- 
ter to labor arbitration or court to cancel 
the contract. However, nothing in the draft 
LCL defines what constitutes a “material 
misunderstanding.” Additionally there is 
no explanation of what an “obviously unfair 
term,” language which seems to be taken 
from the Contract Law of the P.R.C., 
would be. 

The draft LcL addresses employees in 
the case of mergers and acquisitions, a pro- 
vision which has no corollary in the exist- 
ing Labor Law. It specifies that in the event 
of a merger, the surviving company must 
continue to fulfill labor contract obliga- 
tions to employees hired by the “merged” 
company, or the surviving company can 
terminate prior employment agreements 
with employee consent and enter into new 
contracts. 

Terminating fixed-term contracts will 
become costly and burdensome to employ- 
ers even where employees cannot perform 
due to non-work related disabilities or ill- 
nesses, incompetence or where positions 
become obsolete. Lay-offs of more than 50 
employees require that a reason be given 
to the trade union or staff, which is limited 
to major changes in the objective circum- 
stances under which a labor contract was 
made that have rendered the contract in- 
capable of being carried out. In laying off 
employees, an employer must first retain 
employees with the longest tenure and 
those who have contracts with a compara- 
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tively long fixed-term or no fixed-term. 

The draft LCL would substantially alter 
existing rules on employee severance pay- 
ments, Currently, when employment con- 
tracts expire without renewal no severance 
is due, and the same applies where employ- 
ees resign or otherwise terminate employ- 
ment agreements. Under the draft LCL, 
however, severance payments must be 
made to employees based upon their term 
of employment with no exception for em- 
ployment contract expirations without re- 
newal, employee resignation, retirement, 
death, the triggering of contractual terms 
conditioning termination or very short du- 
ration hires. Under current policy guide- 
lines, an employee should be paid one 
month severance for each year of employ- 
ment and where the employee has worked 
for less than one year then the employee 
should still receive one month of severance. 
Under the draft LcL an employer must pro- 
vide the equivalent of one half-month’s sal- 
ary for every 6 months of employment. 

One issue of contention in the draft LCL 
pertains to employers that use labor-ser- 
vice agents to hire employees on their be- 
half. Once an employee is engaged for one 
year, the labor contract between the em- 
ployee and agent will terminate and anew 
employment contract must be entered into 
between the employer and employee di- 
rectly. Moreover, once the contract be- 
tween the employee and agent is 
terminated, an employer may not use an- 
other employee provided by an agent to fill 
that position. 

The draft LCL gives the local labor-pro- 
tection authorities above the county level 
and at village and town levels substantial 
new powers to supervise and inspect the 
implementation of the labor contract sys- 
tem, including the formulation of employ- 
er rules and regulations; the execution of 
labor contracts entered into between em- 


ployers and employees and the perfor- 
mance of those contracts; the execution of 
collective contracts between an employer 
and employees as well as the performance 
of those contracts; employer compliance 
with regulations governing labor-service 
agents; employer compliance with regula- 
tions governing work hours, rest days and 
vacations; employer payments of salaries 
in conformity with the underlying labor 
contracts and the implementation of min- 
imum salary standards; and employer par- 
ticipation in, and contribution to, the social 
welfare and insurance schemes. 

The new legislation provides new pen- 
alties for an employer encroaching upon 
an employee’s rights. And if an employer 
recruits and employs an employee who has 
not terminated or dissolved a labor con- 
tract with his or her original employer, 
causing losses to the original employer, the 
successive employer, not the employee, 
will be liable for compensation to the orig- 
inal employer. 

The draft LcL squarely addresses for- 
eign enterprises in China in that it speci- 
fies where any labor relations are 
established, or a labor is contract entered 
into, between a foreign registered repre- 
sentative office, a foreign social organiza- 
tion or other international organization in 
China with Chinese employees the LCL 
will apply. 

An important legal point raised by the 
draft LCL specifies where a labor dispute 
predates the LCL’s implementation, re- 
maining unsettled when the LCL is enact- 
ed, it will need to be resolved according to 
the LCL. Since most employment contracts 
in dispute upon the Lc’s enactment will 
likely have been drafted in accordance 
with pre-LcL standards, employers could 
be subject to far greater liabilities than an- 
ticipated at the time they entered into 
those employment agreements. Li 
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Can China Brave 
A U.S. Downturn? 


by David Roche 





OW SYMBIOTIC ARE the 
Chinese and American 
economies? If the U.S. 
economy catches cold, 
will China get the flu? At 
first sight this might seem a simple ques- 
tion with a simple answer. Work out how 
much the U.S. buys from China, cut the 
growth of U.S.’s imports from China in 
half and presto, see what is the hit to Chi- 
na’s GDP. The answer would be a 2% loss, 
if one assumes as a worse case scenario 
that U.S. imports from China fall to a 5% 
annual growth rate from 20%. That would 
cut China’s app growth to 8% from 10%— 
no big deal. 

But this would be the wrong answer. 
The real world is more complicated. A few 
of the more arcane considerations that 
cannot be ignored are: What could plug 
the hole in China’s app made by a decline 
in export growth to the U.S.? What would 
a U.S. slowdown mean for other factors, 
such as foreign direct investment in Chi- 
na? What policy actions could China take 
to palliate the loss? 

The analysis is only made more diffi- 
cult by the fact that China’s economic sta- 
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tistics don’t add up. This provides a good 
starting point! 

Let us ask ourselves the question: If 
Chinese exports were to weaken, could 
domestic demand make up the difference? 
According to China’s economic statistics 
the answer is, no way. Consumption in 
China is on a weakening trend as a propor- 
tion of GDP. As the graph nearby shows, ex- 
ports and investment are the real drivers 
of the economy. 

My own observation from working in 
China is that investment and savings is 
likely to be overstated, probably by inclu- 
sion in investment of a lot property trans- 
actions which are rightly transfers and not 
part of cpp, and therefore the contribution 
of the consumer is understated. There is, 
of course, no way of proving this. But both 
rural and urban household incomes have 
been rising smartly, and China is a lot fur- 
ther down the road to creating a consumer 
society than the shrinking proportion of 
GDP that the statisticians attribute to the 
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Chinese consumer would indicate. 

Bottom-up evidence tends to support 
this view. Passenger car sales have been 
rising at a steady 30% to 40% annual rate 
for much of 2006. Sales of household elec- 
tronics were up 22% on a year ago in No- 
vember. China is the largest and fastest 
growing mobile phone market in the 
world. Most of China’s sector reports for 
consumer products, which are more reli- 
able than macro figures because they are 
based upon corporate reports, indicate a 
booming consumer sector that should be 
increasing as a proportion of GDP. 

This makes a difference! If China’s 
consumer sector were in reality to account 
for 50% instead of the published 40% of 
GDP (still 20 percentage points of GDP less 
than in India), a 10% growth rate would 
add 5 percentage points to GDP growth ev- 
ery year, which is currently hidden, or 
double the maximum anticipated loss of 
growth from a 75% fall in export growth 
to the U.S. This, by the way, is not a fore- 
cast! It is a sensitivity which demonstrates 
that an under-reporting of the size of the 
Chinese consumer sector and overstate- 
ment of investment may in reality greatly 
lessen the vulnerability of the Chinese 
economy to any slowdown in either of the 
latter sectors. 

Now let’s extend further the analysis of 
investment. A hard landing for the U.S. 
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CHINA TAKES A ROAD TRIP 
Passenger car sales growth in China (% year-on-year) 


economy would hit U.S. foreign direct in- 
vestment in China. On average, China gets 
about $60 billion of FDI every year, of which 
23% comes from the U.S. Let us assume this 
halves because of a U.S. slowdown. The hit 
to China would come on three fronts. First 
the loss of Fp1 would subtract 0.4% from 
GDP. Then there would be the knock on ef- 
fect of the loss of output from this highly 
productive source of investment. That 
could amount to an annual loss of produc- 
tion of around 0.8% of app. So falling U.S. 
FDI would cause a total loss of 1.2% of Chi- 
na’s GDP. Coming as an additional loss on 
top of exports to the U.S. that would consti- 
tute a total GDP cost of 3.2%. This is a pretty 
serious hit. But it is less than the annual 
growth that may be hidden in the under- 
reported consumer sector. 

Another vulnerability is investment by 
Chinese exporters, which would be hit by 
weakening U.S. demand. This cannot be 
accurately quantified. But we do know that 
foreign-owned corporations and joint ven- 
tures account for 60% of exports. There- 
fore the additional impact on investment 
by domestic producers is quite likely to be 
small. It would be dwarfed by fast-grow- 
ing infrastructure investments that China 
is currently undertaking and which would 
be boosted (see policy response below) if 
this scenario happened. 

Of course China’s exports and inward 
FDI are very visible and relatively trust- 
worthy figures. A downturn in both would 
set alarm bells ringing and generate head- 
lines around the world. Even published 
Chinese app figures would look a bit dicey; 
annual growth could be reported as 
around 6% instead of 10%—the equivalent 
of declaring a recession in China, even 
though the reality might be a lot better 
than that. 

Nevertheless the news would trigger a 
policy reaction in Beijing. First, the tight- 
ening policy course of the People’s Bank of 
China would be reversed. And second, the 
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CHINA’S RELUCTANT CONSUMERS 


China’s final consumption expenditure, 
and gross fixed-capital formation and net exports 
as a percentage of GDP 
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administrative freeze would come off in- 
vestment in real estate and other sectors 
that the authorities have successfully 
jawed into a slowdown. 

But most importantly, China’s fiscal ac- 
counts are in very good shape and could be 
used to stimulate the economy. The gov- 
ernment savings rate (measured by re- 
ceipts less current expenditure before 
public investment) has risen by over 5% 
points of GDP to 11% in the last five years. 
This surplus could be spent in very visible 
and stimulatory ways. 

China has another weapon to fight any 
downturn in demand. Its international re- 
serves now stand at over $1 trillion. At 
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most the Bank of China needs to hold 
about $600 billion as a safeguard against 
potential shocks. That would leave $400 
billion, or more than 4% of app, that could 
be transferred to a sovereign fund and in- 
vested profitably—much as Singapore and 
many other reserve-rich states do. Of 
course not all of this money should or 
would be invested in the domestic econo- 
my, but there is no doubt that using China’s 
huge war chest is an attractive policy op- 
tion for a rainy day. 

In sum, China seems capable of with- 
standing the impact of even a quite dra- 
matic slowdown, in both exports to the 
U.S. and in the FDI that it receives from the 
U.S. China’s vulnerability to such shocks 
is probably overstated by official statistics 
that may exaggerate investment but un- 
derreport the fast-growing consumer sec- 
tor. A U.S. downturn that impacted China 
would also elicit a fiscal and monetary pol- 
icy response, which, at a rough guess, 
could offset between half and two-thirds 
of the growth loss from weakening ex- 
ports and inward FDI. Where China’s econ- 
omy really falls out of bed is if there is a 
global recession involving Japan and the 
EU, in addition to the U.S. In my view this 
is very unlikely in the next year, but it is 
the nightmare scenario that China lacks 
the tools to deal with. 1 | 


Can China Brave a U.S. Downturn? 41 


wo DIPLOMACY om 








Europe Gets 
Tough on China 


by Axel Berkofsky 


BR GeO 


SLAP IN THE face. This is 
how policy makers in 
Beijing must have perceived 
the EU Commission’s most 
recent China strategy paper 
presented to the EU Council and Eu Parlia- 
ment in October. The strategy paper, titled 
EU-China: Closer Partners, Growing Re- 
sponsibilities, offers China plenty of policy 
“advice” on how to improve its human- 
rights record, build the rule of law, allow 
more democracy, respect freedom of 
speech, improve governance, and last but 
not least, revisit its trade and business 
practices. 

That all sounds very different from the 
last EU strategy paper back in December 
2003, which was full of high-flown politi- 
cal rhetoric referring to China as “strate- 
gic partner” with whom the EU would 
expand business and trade ties, jointly im- 
plement so-called “effective multilateral- 
ism,” and promote global nonproliferation 
and democracy. 

Few of the recent EU policy recommen- 
dations—or pretty much none of them, as 
Chinese scholars and government officials 
assured me off the record during recent 





trips to the country—will be appreciated 
in Beijing. Chinese policy-making elites 
complain they expected much less criti- 
cism and “interference” in what China 
typically refers to as its “internal affairs.” 
Especially unwelcome was the paper’s 
“strong opposition” to the use of force in the 
Taiwan Strait. Chinese leaders had hoped 
that Brussels’ limited on-the-record inter- 
est in cross-Strait issues was an integral 
part of its “strategic partnership” deal. 

“China has traditionally described its 
foreign policy as one of strict noninterfer- 
ence, but as it takes on a more active and 
assertive international role, this becomes 
increasingly untenable,” the paper reads, 
indicating that sticking to the principle of 
noninterference, come what may, is in 
Brussels’ view no longer be an option for a 
country referring to itself as “responsible 
great power.” 

For example, instead of supporting the 
international community and the U.N. to 
stop the government-induced genocide in 
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Sudan, China is providing the Sudanese 
government with weapons in return for oil 
and other commodities. What’s more, re- 
cent front-page news showing China’s 
leaders signing lucrative business deals 
with Zimbabwe’s Robert Mugabe and oth- 
er African despots and dictators dealt a 
blow to EU policy makers, who hoped that 
Beijing was on board with their so-called 
“effective multilateralism.” EU-Chinese 
multilateralism, however, seems to take 
place only on official joint statements 
drafted for £u-China summits. In the real 
world, Beijing does not care much about 
EU (or U.S.) concerns about foreign-policy 
conduct when the supply of energy for its 
rapidly economy is at stake. 

Nonetheless, in order to address EU 
concerns about China’s Africa policies, 
Beijing has recently agreed to discuss 
them with counterparts in Brussels on a 
regular basis. Although the dialogue can’t 
necessarily be dismissed off the cuff as ir- 
relevant, realistically it is unlikely to 
change anything. 

Whereas EU policy makers have yet to 
convincingly explain the benefits of a 
“strategic partnership” to the European 
public, Beijing always knew what it want- 
ed from Brussels: the lifting of the weap- 
ons embargo and the Ev’s recognition of 
China as a market economy. Three years 
on, neither has taken place, leaving China 
feeling “betrayed” and “politically dis- 
criminated against,” in the words of schol- 
ars and government officials. 

What’s worse from a Chinese perspec- 
tive is that no progress on the lifting of the 
embargo can be expected anytime soon— 
the issue is all but off the agenda as far as 
the incoming German Eu presidency is con- 
cerned. And in Brussels’ view, China re- 
mains as far away as ever from “market 
economy” status as long as it refuses to 
change its ways. 

Whereas China will have few problems 
dismissing European concerns about hu- 


man rights, the rule of law in China, the 
lack of democracy and Chinese multilater- 
alism a la carte, Brussels’ worries about the 
growing trade deficit with China, market 
access obstacles and Beijing’s failure to im- 
plement effective and transparent intellec- 
tual property rights laws cannot be ignored. 
The paper urges Beijing, among other mea- 
sures, to strengthen its commitment to 
economic openness and market reform, 
implement legal protection for foreign 
companies and get rid of anticompetitive 
trading practices. 

Getting rid of anticompetitive trading 
practices that European exporters and in- 
vestors are confronted with, the paper ar- 
gues, must be another priority for Beijing 
as European business is still being con- 
fronted with numerous nontariff barriers 
in the form of product certification, label- 
ing standards, import approval require- 
ments and customs-clearance delays. The 
EU complaints about Chinese trade and 
business practices are so numerous that it 
seems a mystery now how the EU ever re- 
ferred to China as a “strategic partner” 
with so many political and economic issues 
yet unresolved. Admittedly, the most baf- 
fled party concerned is Beijing itself, who 
certainly did not expect Brussels to present 
its concerns about EU-China trade and busi- 
ness relations in such a straightforward 
manner. 


HINA ALREADY GOT a taste of Eu- 
( ropean determination to urge 
‘China manufacturers and export- 


ers to play by the rules earlier in 2005 
when last October it imposed additional 
import tariffs on Chinese (and Vietnam- 
ese) leather shoes, maintaining that Chi- 
nese manufacturers receive “excessive” 
government subsidies distorting fair com- 
petition. At the end of December, four Chi- 
nese footwear makers announced their 
intention to take Brussels to court over its 
decision to impose antidumping duties 
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amounting to 16.5% for a period of two 
years. They are currently appealing to Eu- 
rope’s second highest court—the European 
Court of First Instance—claiming that the 
Commission’s method of sampling rather 
than checking footwear companies indi- 
vidually cannot calculate prices represen- 
tatively. Beijing in the meantime 
announced it would take that case to the 
wTo, the first time it is the accuser and not 
the accused in Geneva. 

Like the U.S., Europe runs an enormous 
and growing trade deficit with China. 
Whereas Chinese exports to the Eu reached 
€158 billion ($205 billion) in 2005, EU ex- 
ports to China amounted to just €52 billion. 
The deficit of €106 billion in China’s favor 
is likely to grow even further, but it remains 
yet to be seen whether imposing additional 
tariffs will have much effect. 

Brussels needs to become much more 
creative, and economists increasingly agree 
that encouraging China to increase invest- 
ments in Europe instead of imposing tariffs 
and additional duties could be a start. Up to 
now, Europe attracts only a very modest 2% 
of China’s overall rp1, while China’s exter- 
nal trade with Europe amounted to 19% of 
its total trade in 2005. 

The Ev’s trade paper is admittedly a lot 
to swallow for Beijing, which for its part is 
in the process of readjusting its relations 
with the Eu. Beijing has already begun re- 
emphasizing its relations with individual 
member states to get the most out of Europe 
and EU, but its pragmatic political leaders 
will continue dealing either with the EU in 
Brussels or individual member states when 
and where it suits its interests best. 

Money will continue to talk in EU-Chi- 
na relations and it remains to be seen 
whether the Commission will receive the 
support from member states necessary to 
continue urging China to improve its hu- 
man-rights record, the rule of law and the 
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other issues listed in Brussels’ recent Chi- 
na paper, 

In reality, the Commission’s “real” 
mandate will be to continue creating and 
improving the business environment for 
European multinationals doing business 
in China. Brussels-based lobbyists for 
their part will continue to make sure that 
it does just that without getting too “dis- 
tracted” by criticism of Beijing’s poor re- 
cord of human rights and other issues 
potentially standing in the way of Europe’s 
multinationals receiving favorable treat- 
ment in China. 

The next “big bang” for Eu-China rela- 
tions is the planned Eu-China Partnership 
and Cooperation Agreement, which will, 
according to the EU, “reflect the complete 
scope of bilateral cooperation and will de- 
termine the agenda for EU-China relations 
for the 21st century.” During the EU-China 
Summit in Helsinki last September, Brus- 
sels and Beijing agreed to launch the ne- 
gotiation process of this envisioned 
agreement, even though it yet remains to 
be defined what value the new cooperation 
agreement will add to the quality and 
scope of bilateral relations. Realistically, 
the new partnership agreement will do lit- 
tle more than codify existing relations and 
day-to-day exchanges already in place 
through the 25 so-called Eu-China sec- 
toral dialogues. 

Brussels bureaucrats and policy makers, 
however, like to have things on paper, draft- 
ing and issuing action plans, green papers, 
white papers and cooperation agreements 
on a daily basis. China for its part is likely 
to request more time to digest the Ev’s pol- 
icy and trade papers and readjust negotia- 
tion tactics. And who can blame Beijing for 
being confused by the sudden shift from a 
three-year honeymoon to a marriage prone 
to double-talk, dispute and occasional 
threats to call it quits. 1i 
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F INDIA’S “SECOND genera- 
tion reforms,” none is more 
crucial than reform of the 
legal system. The cumula- 
tive impact of 15 years of 
slow and patchy reform has brought India 
a long way. However, outdated and ineffi- 
cient practices still pervade and more 
changes are sorely needed in order for In- 
dia to continue on its current growth tra- 
jectory. 

India’s “first generation” of reforms was 
about reducing the role of the state and al- 
lowing the private sector to expand. The 
next generation of reforms is about reform- 
ing the State itself—so that it plays its right- 
ful role in the new India. There is a wide 
array of necessary changes, ranging from 
administrative reform to improvements in 
provision of public goods and services, but 
the area that is likely to have the maximum 
multiplier effects is a revamp of the legal 
system, both in terms of the “rules,” and 
in terms of their enforcement. 

There are two reasons policy makers 
should prioritize legal reform. First, a func- 
tioning market-based economy demands a 
rational set of rules and the enforcement of 





contracts. The current Indian legal struc- 
ture falls short on both accounts. Secondly, 
India’s legal system can itself be an agent of 
change since it belongs firmly to the Eng- 
lish common law tradition. In common-law 
tradition each judgment creates precedent 
that can be used in future cases, effectively 
creating a new law. Thus, the legal infra- 
structure itself can be an active agent of 
change—a role often ignored by economists 
who see the legal system as blind and pas- 
sive enforcement of a static body of rules. 


Playing by the Rules 


INDIA HAS A very large body of laws and 
regulations—national laws, state laws, mu- 
nicipal laws, administrative directives and 
so on. Unfortunately, these rules of social 
and economic engagement suffer from se- 
rious shortcomings. 

The first problem with India’s body of 
law is that no one knows what these rules 
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are or even how many exist. The number 
of administrative laws at the state, district 
or municipal level is simply unknown. The 
number of Central Statutes is estimated at 
between 3,500 and 2,500, but some place 
it as low as 1,100. It is even more uncertain 
how many state-level laws are in effect 
(the Jain Commission had estimated that 
in 1998 there were between 25,000 and 
30,000)2, and no estimate exists for the 
number of administrative and local laws. 
The Jain Commission had been set up 

in 1997 to review administra- 

tive laws, but could not even 
get a full set of rules and 
administrative 
instructions is- 
sued by the 
central govern- 
ment alone. 

The second 
problem with 
the existing body 
of law is that a large 
number of them are 
very old and often dys- 
functional. Many of these 
laws were enacted in the 
nineteenth century and, in the- 
ory, remain in effect. The number of out- 
dated state laws and administrative 
regulations number in tens of thousands. 
For instance, the regulations under the Fac- 
tories Act 1948 still stipulate that factories 
need to be whitewashed (other paints will 
not do), drinking water must be provided in 
earthen pots (water coolers will not do) and 
sand must be provided in red-painted buck- 
ets (fire extinguishers will not do). 

Some readers may think these old laws 
are harmless, but these laws are repeat- 
edly invoked in cases that have no rela- 
tionship with their original context. For 
example, the Sarais Act of 1867 makes it a 
punishable offence for innkeepers to re- 
fuse drinking water to passers-by. This 
was used by the municipal corporation a 
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few years ago to take a Delhi five-star hotel 
to court. Similarly, the Indian Telegraph 
Act of 1885 has been invoked many times 
by state-owned broadcaster Doordarshan 
over telecast rights for cricket matches. 
This nearly derailed the telecast of the 
Cricket World Cup of 1996. As one can see, 
there is ample scope for using these out- 
dated rules for harassment, bribery and 
rent-seeking. Of course, many other coun- 
tries have old laws. In a common-law 
country, the judiciary should be able 
to update them by 
creating a prece- 
dent whenever 
a case comes 
- up, but this re- 
= quires a robust 
and quick judi- 
cial process. 
The third 
problem with the 
body of law is they 
are not internally 
consistent. Many 
laws contradict each 
other and definitions and 
classifications are not standard- 
ized. Some areas are absurdly over-regu- 
lated, while others do not have meaningful 
laws. Labor laws provide a good illustra- 
tion of how confusing the legal framework 
can be for an employer. This is an area that 
is governed by both national-level laws 
and state-level laws, but there appear to be 
almost fifty laws at the national level alone. 
In addition to these fifty-odd central labor 
laws, there is a plethora of state-level laws 
and administrative directives that also ap- 
ply. Worse, many of these laws are incon- 
sistent and often contradict each other. 
Not surprisingly, such a confusing body 
of law makes it difficult for everyone to un- 
derstand the rules of engagement. Even if 
a person was diligently law-abiding, it 
would be virtually impossible for that per- 
son to function without knowingly or un- 
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knowingly breaking some rule. Indeed, 
some aspects of the booming call-center 
outsourcing business are technically ille- 
gal according to various state laws. In 
2005, the Labor Ministry of the Haryana 
Government invoked Section 30 of the 
Punjab Shops and Commercial Establish- 
ments Act 1958 to disallow women from 
working night shifts at call centers and 
outsourcing units in the town of Gurgaon. 
Women typically account for 40% of the 
workforce and the very nature of outsourc- 
ing requires them to work night shifts 
since they are servicing clients in Western 
countries. Clearly, the ban would severely 
affect the business model of this sector. 
The matter was still under dispute at the 
time of writing but it highlights the dan- 
gers of having a body of law that is com- 
plex, outdated and sometimes blatantly 
absurd. 


Law and Order 


THE INDIAN JUDICIARY is alarge and com- 
plex world consisting of the Supreme 
Court, the eighteen High Courts and the 
Subordinate Courts (which number in the 
thousands and include district-level 
courts, magistrate courts, fast-track courts 
and so on). In addition, there are a number 
of other quasi-judicial bodies including 
special tribunals and pre-trial dispute res- 
olution forums. 

Most observers would agree that the 
biggest shortcoming of the Indian judicial 
system is the very slow pace at which cases 
are processed. Even routine cases some- 
times get bogged down for decades in the 
judicial quagmire. As a result, the system 
has a large and growing backlog of cases. 
According to a recent Law Ministry esti- 
mate, there were over 25 million cases 
pending the court system at the end of 
2005. These include 32,000 in the Supreme 
Court, 3.5 million in the High Courts and 
22 million in the subordinate courts. This 
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does not include the large number of cases 
stuck in various tribunals and quasi-judi- 
cial bodies. 

The Indian judiciary, especially the 
higher echelons, generally has a good re- 
cord when it actually does pronounce a 
judgment. However, justice delayed is jus- 
tice denied, even if the eventual judgment 
is the correct one. This point is illustrated 
by the infamous Uttam Nakate case 
(Bharat Forge Co. Ltd. Vs Uttam Manohar 
Nakate 2005), in which a factory worker 
who was fired for repeatedly sleeping on 
the job took his employer to court. The 
case was initially resolved in the worker’s 
favor, but dragged on in appeals courts for 
more than two decades before being set- 
tled in 2005 by the Supreme Court, which 
finally awarded the right to fire a worker 
who had been repeatedly caught sleeping 
on the job. This case may be taken as an 
illustration of the country’s ridiculous la- 
bor laws, which are largely the same today 
as they were in the eighties. However, it is 
an equally good illustration of the miscar- 
riage of justice by the judicial system. The 
judicial system could have arrived at this 
common sense result at any stage of the 
proceedings (after all, the facts of the case 
were not in dispute—Nakate always ac- 
cepted the fact that he was sleeping). 

This failure to deliver justice is an even 
more pressing issue in the criminal justice 
system. Two-thirds of the pending cases 
in lower courts relate to criminal cases. 
There are a very large number of under- 
trials who are left in limbo, many of them 
being forced to live in jail as they cannot 
afford bail or do not have the legal support 
to apply for it. Indeed, an estimate shows 
that in 1996, 72% of all prisoners in Indian 
jails were under-trials. Many these prison- 
ers have been in jail for years without com- 
ing to trial and some may have long 
exceeded the maximum sentences for 
their alleged crimes. At the same time, the 
judicial system seems unable to identify 
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and punish genuine offenders. According 
to Bibek Debroy, the conviction rate is less 
than 5%! 

The Jessica Lall case is a well-known 
example of this problem. Jessica Lall was 
an upcoming model. On April 29, 1999 she 
was working as a celebrity barmaid at 
Tamarind Court, a bar-cum-restaurant. At 
2 a.m., a group of young men led by Manu 
Sharma entered the bar and demanded a 
round of drinks. Jessica Lall refused since 
the bar was already closed. Manu Sharma 
lost his temper and shot her dead. This in- 
cident was witnessed by several people 
and they reported it immediately to the 
police. After a manhunt that lasted sever- 
al days, Manu Sharma was arrested. 

The case was brought to trail in August 
ofthat year and almost immediately began 
to run into trouble. One by one the wit- 
nesses turned hostile and changed their 
story. What had appeared at first sight to 
be an open-and-shut case dragged on for 
years. Eventually in February 2006, Addi- 
tional Sessions Judge Bhayana freed Manu 
Sharma and his friends, agreeing with the 
defense counsel that the “police had de- 
cided to frame the accused.” It is believed 
by many that Manu Sharma used his po- 
litical connections to subvert the judicial 
process—his father is powerful politician 
belonging to the Congress Party. It was 
only after a public uproar that the Delhi 
High Court allowed an appeal against the 
judgment. Finally, in December 2006, 
Manu Sharma was finally convicted. The 
point is that legal system was barely able 
to enforce basic laws even in the national 
capital: The post-liberalization state must 
make this its central focus. 

There are many things that need to be 
done in order to improve the Indian legal 
infrastructure. The body of law should be 
rationalized through both legislative and 
administrative initiatives. The process of 
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enforcement and dispute resolution needs 
radical change. These include changing 
court procedures, introducing modern 
technologies in the judicial process (includ- 
ing computerization), and improving train- 
ing in the lower courts. There is also need 
to increase the number of judges. At pres- 
ent, India has 13 judges per million popula- 
tion compared to 107 for the U.S., 73 for 
Canada and 51 for Britain. This is not a mat- 
ter of creating new positions but of filling 
existing vacancies: There are currently 
thousands of vacant judicial posts. 

Then, there is a need to discourage 
frivolous appeals—the current system en- 
courages everyone to appeal to higher 
courts against the decisions of lower 
courts. This is major reason why cases 
drag on for so long. Finally, the govern- 
ment itself should re-look at this own role 
as a litigant. At present, a very large pro- 
portion of cases involve the government 
and, very often, these cases involve the 
government on both sides! 

Unfortunately, legal reform is usually 
seen as peripheral to the economic reform 
process and only rarely attracts attention in 
the wider debate. However this is probably 
the single most important area requiring 
reorganization, and it would have dramatic 
multiplier effects through the rest of the 
economy. The roles played by the Reserve 
Bank and SEBI as regulators in improving 
the financial system in the last 10 years il- 
lustrate how a good set of rules and their 
evenhanded enforcement can dramatically 
improve performance. What makes legal 
reform even more attractive is that it is un- 
likely to require a great deal of additional 
public expenditure. No formal estimates 
are available of how much money would be 
needed to set the judicial system right, but 
it is very likely that it would immediately 
pay for itself through increases in court fees 
and general tax collections. Ll 
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Aceh’s Rebels 
Turn to Ruling 


by Ben Hillman 
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N FEB. 8, 2007, former in- 
dependence fighter Irwan- 
di Yusuf will become the 
first democratically elected 
governor of Indonesia’s 
Aceh province. Sealing the end of three de- 
cades of conflict which claimed over 15,000 
lives, the Dec. 11, 2006 elections were a 
huge victory for the Free Aceh Movement 
(GAM), an organization which turned in its 
weapons as part of an internationally bro- 
kered peace agreement in August 2005 in 
return for greater autonomy and rights to 
compete for political office. 

In a field of eight candidates, including 
one former governor, Mr. Irwandi and his 
running mate, Muhammad Nazar, a prom- 
inent independence activist, won 38% of 
the popular vote. A rival GAM pair came in 
second with 17%, giving the former rebels 
a combined 55% of the total vote. Mr. Ir- 
wandi now has a strong mandate, but gov- 
erning the troubled province will require 
nothing short of political magic. 

Mr. Irwandi’s first challenge will be to 
neutralize persistent infighting within 
GAM. Many observers predicted that GAM 
would fail at the polls, since factional feud- 





ing produced two competing candidates 
for governor. GAM’s “old guard”—those 
connected with the movement’s aging 
leadership exiled in Sweden—squared off 
against a younger generation of GAM fight- 
ers and their supporters, most of whom 
were either fighting or in prison at the time 
of the armistice. Many of the latter group 
consider the exiled leadership to have lost 
touch with events on the ground in Aceh. 

Mr. Irwandi, who was in prison for trea- 
son when the tsunami struck two years ear- 
lier, emerged as the young Turks’ leader by 
taking primary responsibility for former 
combatants’ welfare in the Aceh Transi- 
tional Authority (the new name for GAM’s 
military command structure). His public 
profile and popularity grew further during 
his successful tenure as GAm’s liaison with 
the Aceh Monitoring Mission. 

Differences of opinion between the ex- 
iled leadership and the young Turks were 
apparent from the start of the peace nego- 
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tiations, but an open dispute emerged at 
the start of 2006 (when elections were 
originally scheduled) over who should 
represent GAM as candidate for governor. 
The old guard put forward Hasbi Abdul- 
lah, the brother of GAmM’s Sweden-based 
foreign minister. But Mr. Hasbi, a lecturer 
in economics, lacked respect among local 
GAM commanders and fighters for under- 
taking doctoral studies in Java during 
some of the worst years of fighting. 

In fact, led by Mr. Irwandi and GAM 
spokesperson Sofyan Dawood, GAm’s 
young Turks accused the old guard of 
heavy-handed nepotism, triggering a war 
of vitriol in Aceh’s coffee shops and Inter- 
net chat rooms, and causing much confu- 
sion among GAM supporters. Seeking to 
avert a crisis, GAM’s exiled Prime Minister 
Malik Mahmud announced that GAM 
would not field candidates in Aceh’s elec- 
tions and that individual GAM members 
were free to contest them as “indepen- 
dents.” By August 2006, however, the old 
guard decided to publicly endorse Mr. 
Hasbi, who had teamed up with Humam 
Hamid on a United Development Party— 
Indonesia’s largest Muslim party—ticket, 
ostensibly because there were no “inde- 
pendent” candidates representing GAM. 

Mr. Irwandi reacted swiftly to the ap- 
parent double-cross by declaring his own 
independent candidacy. As evidence of the 
deepening rift, the old guard used their 
control of GAmM’s supreme decision-making 
body to replace Mr. Irwandias representa- 
tive to the Aceh Monitoring Mission. 

Mr. Irwandi’s clear victory settles the 
score within GAM, and the general euphoria 
over GAM’s win will help to mend fences. 
But the internal feud has become so embit- 
tered that GAM will struggle to transform 
itself into a united political party to contest 
future elections. Part of the peace agree- 
ment included special provisions for the 
formation of local political parties in Aceh 
(independent candidates were permitted to 
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run for governor because it was assumed 
that political parties could not be formed in 
time to contest the gubernatorial race in 
2006). Future elections for provincial and 
national assemblies, the policy-making and 
budget-controlling arms of government, 
slated for 2009, are an even bigger prize for 
GAM than the governorship. 

But the internal feud is not the only ob- 
stacle to GAM forming a viable political 
party. Only days after the December 2006 
poll, the central government released its 
draft law for political parties in Aceh, 
which significantly limits the influence 
that such parties will have. For example, 
local parties will only be able to field can- 
didates with the backing of national par- 
ties, and nominees will have to quit local 
parties once they are elected. 

In a further challenge to GAMm’s political 
strength, central government leaders have 
demanded that the organization disband 
now that the gubernatorial has concluded 
in their favor. A GAM spokesperson, how- 
ever, has insisted that GAM would not dis- 
band until after national assembly elections 
in 2009. Provocatively, Mr. Irwandi has 
also promised that he will renegotiate the 
Law on Governing Aceh (Loca), the July 
2006 law that ratifies the Helsinki peace ac- 
cord. The law covers contentious issues 
such as oil and gas revenue-sharing ar- 
rangements, the role of national police and 
military forces in the province, and the im- 
plementation of Shariah law. 

Mr. Irwandi’s determination to seek 
further revisions to the LoGA is bound to 
antagonize the main political factions in 
Indonesia’s House of Representatives, es- 
pecially factions such as the Indonesian 
Democratic Party of Struggle (pI-P) that 
initially rejected any political role for GAM. 
In the end, even GAM representatives qui- 
etly admitted that the law’s terms were 
more favorable than they had expected. 

Another source of tension will be the 
creation of a Truth and Reconciliation 
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Commission, mandated by the Helsinki 
agreement and the autonomy law. While 
such a commission might assuage local 
grievances in the short term, the experi- 
ences of South Africa, Central Africa, the 
Balkans and Timor Leste suggest that such 
processes can do more harm to the social 
fabric than good. A reconciliation commis- 
sion in Aceh will place an enormous strain 
on community relations, as well as GAM’s 
relations with the police and military. Some 
elements of the Indonesian Armed Forces 
will find it hard enough to 
accept that the organization 
they were trained to destroy 
now occupies the province’s 
highest office, let alone suf- 
fer criminal allegations. 

Whether or not a Truth 
and Reconciliation Commis- 
sion emerges, Mr. Irwandi 
must give priority to ad- 
dressing the needs of his 
primary constituents— 
GAM’s former combatants 
and their networks of sup- 
porters, whose expectations 
have been buoyed by his 
win. Mr. Irwandi’s popular- 
ity is in large measure due to 
the fact that he was responsible for former 
combatants’ welfare within GAM, and en- 
sured that the peace deal prioritized their 
interests. But so far very little of the mil- 
lions of dollars allocated by the central gov- 
ernment and international donors to 
reintegration programs for former combat- 
ants has trickled down to the rank and file. 
Hampered by weak leadership and admin- 
istrative capacity, the Aceh Reintegration 
Agency has been conspicuously ineffective 
in disbursing funds. 

But addressing the longer-term needs of 
communities that have been impoverished 
by three decades of conflict will require 
much more than cash handouts. Mr. Irwan- 
di’s new administration will need to devise 





Irwandi Yusuf, who won the election for 
governor on Dec. 11, gestures as he stands 
in front of a map of Aceh province. 
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an economic development strategy that 
creates jobs, gradually turning young men 
and women who have known only fighting 
into productive members of a peaceful so- 
ciety. Aceh is rich in resources and once- 
prosperous industries including fishing, 
cocoa, coffee, rubber and oil palm can all be 
revived. There is also an estimated $8-9 bil- 
lion of international aid to be spent. Deliv- 
ery of aid has been slow, and there will be 
pressure on the Irwandi administration to 
mobilize funds stuck in red tape. More 
funds must be allocated to 
rehabilitate long-neglected 
social services suchas health 
and education. Non-govern- 
mental organizations have 
erected schools and hospi- 
tals, but many schools are 
empty, lacking qualified 
teachers and education ma- 
terials. Hospitals and clinics 
are similarly short on trained 
personnel, and large parts of 
the province lack access to 
even basic health care. An- 
other 25,000 victims of the 
tsunamistill lack basic hous- 
ing more than two years af- 
ter the tragedy. 

To ensure economic benefits are deliv- 
ered with greater urgency and equity, Mr. 
Irwandi will need to wrestle with Aceh’s 
administratively weak and potentially hos- 
tile civil service. Aceh’s civil servants suffer 
from low levels of education and poor train- 
ing, and are widely perceived to be among 
the most lacking in integrity in Indonesia. 
And civil servants are traditionally sup- 
porters of the Golkar Party (headed by In- 
donesia’s Vice President), which endorsed 
a rival candidate for governor. Many worry 
that Mr. Irwandi will replace them with 
former rebels, despite the governor-elect’s 
assurances that he is more interested in 
changing the system than the personnel. 

To allay fears among provincial assem- 
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bly members and civil servants, Mr. Ir- 
wandi will need to transform himself from 
a leader of guerrillas into a leader of a pro- 
vincial government. He must resist temp- 
tations to work exclusively through GAM 
networks in implementing reintegration 
and other social and economic policies, 
and begin working through provincial and 
district-level administrations instead. The 
provincial legislature controls the purse 
strings of Aceh’s large budgets, and assem- 
bly members are wary of GAm’s ambition 
to win seats in their house in 2009. 

The Dec. 11, 2006 poll also saw Aceh- 
nese cast votes for district executives in 19 
out of 21 districts. GAM won in eight dis- 
tricts, but not all of Aceh’s districts are 
pro-GAM. Local leaders in parts of Aceh’s 
south and southwest have openly called 
for separation from Aceh and for the for- 
mation of new provinces. 

Relations with Aceh’s political elite and 
community leaders will also be tested by 
the implementation of Shariah law. Intro- 
duced to Aceh as part of the special auton- 
omy package, Islamic law provisions 
establish a parallel legal system in the prov- 
ince. Bylaws already passed by the provin- 
cial assembly carry harsh sentences, 
including public floggings for such religious 
crimes as inappropriate dress, extramarital 
sex, gambling and alcohol consumption. 

Shortly after the elections, Islamic po- 
lice raided a dozen beauty salons and ar- 
rested 13 female staff for wearing jeans and 
T-shirts and no head scarves. They also ar- 
rested two male customers for having their 
hair cut by women. A new proposed bylaw 
goes even further by advocating the surgi- 
cal removal of thieves’ hands. Mr. Irwandi, 
himself a moderate, has said he will veto 
such legislation, but he must tread careful- 
ly to avoid being branded anti-Islam by pro- 
vincial legislators, all of whom hail from 
national political parties, and see political 
GAM as a threat. 

Mr. Irwandi’s confidence will be boost- 





ed by his landslide win, which suggests that 
his support extends beyond GAM strong- 
holds. For many Acehnese voters, Mr. Ir- 
wandi represented the best hope for change 
in a province that is tired of decades of con- 
flict, poverty and injustice. To serve them, 
Mr. Irwandi will have plenty of resources 
at his disposal. In addition to billions of dol- 
lars in aid, new oil and gas revenue-sharing 
arrangements give about 70 trillion rupiah 
($7.8 billion) per year. At the same time, the 
new governor’s confidence must be tem- 
pered by the fact that Aceh’s problems are 
too great for the new administration to face 
alone. With local technical and administra- 
tive expertise sorely lacking, reconstruc- 
tion and reintegration efforts will require 
much assistance from Jakarta. 

While central government leaders have 
said they will work with whoever wins the 
race, anumber of issues will test Mr. Irwan- 
di’s relationship with the center. There will 
be heated debates over GAM’s status, the 
role of new political parties and amend- 
ments to the LoGA. Some in Jakarta are 
worried that GAM will build on its political 
victories to continue its struggle for inde- 
pendence. Mr. Irwandi will have to show 
Jakarta that GAM is serious about working 
within the new autonomy framework. Giv- 
ing post-election interviews in front of a 
GAM flag, as he has done, offends the spirit 
if not the letter of the peace agreement. 

Likewise, central government leaders 
will need to demonstrate that they are seri- 
ous about their commitment to meaningful 
autonomy for Aceh. As it stands, the law on 
local political parties represents an effort 
to retain strong central control over Aceh’s 
politics. So far both sides have shown their 
determination to uphold the peace, increas- 
ing hopes for future compromises. And 
while the future of GAM remains uncertain, 
Mr. Irwandi’s victory has at least shown the 
former rebels that there is more to be gained 
from the political process than from armed 
rebellion. = 
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Fostering Asia’s Brightest 


by Philip G. Altbach 


LTHOUGH THE BOOMS of China 
and India have been fueled by 
cheap labor and inexpensive low- 
end manufacturing, the economic future 
of these countries relies on a better-edu- 
cated workforce. Both countries lack suf- 
ficiently educated personnel to meet 
demand for employment in the expanding 
and increasingly sophisticated sectors of 
manufacturing and service. Universities 
are central in the race to arm these coun- 
tries’ respective workforces with skills to 
make them competitive in the global 
knowledge system. However neither Chi- 
na nor India is well-equipped to face their 
common challenges in improving the qual- 
ity of postsecondary education and in- 
creasing access to these institutions. The 
two countries are taking widely different 
approaches to their education dilemmas, 
with China working hands-on to build 
world-class institutions, while India ap- 
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pears to turn a blind eye to the urgency of 
increasing education funding. 

Today, neither country is an academic 
powerhouse, although China may be mov- 
ing in that direction. According to the Lon- 
don-based Times Higher Education 
Supplement’s 2006 ranking of the top 100 
universities, two are in China (Peking and 
Tsinghua universities), three are in Hong 
Kong (Hong Kong University, the Chinese 
University of Hong Kong, and Hong Kong 
University of Science and Technology), and 
one is in India (Indian Institutes of Tech- 
nology, discussed elsewhere in this issue). 

For both countries, the last 50 years 
have not been kind to traditional ideas 
about learning. Each has a long tradition 
of respect for knowledge and academic 
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learning. China, after all, created the 
civil-service examination system, and 
Confucian values stress education and 
learning. India invented the concept of the 


guru. 

However, both China and India eventu- 
ally jettisoned established educational in- 
stitutions and adopted Western models. 
India, after several centuries of colonial- 
ism, inherited the British university ideal 
and English as the main medium of instruc- 
tion. China adopted West- 
ern education models even 
prior to the establishment 
of the People’s Republic in 
1949, although it subse- 
quently turned to Soviet 
models and then rejected 
higher education altogeth- 
er during the Cultural Rev- 
olution, before returning 
to Western patterns of 
higher education develop- 
ment in the 1980s. Like many developing 
countries, China and India have looked to 
the West for academic guidance. 

China and India have huge higher edu- 
cation enrollments, yet still struggle to 
meet growing demand for access to post- 
secondary education. China has 23 million 
students in postsecondary education—the 
largest enrollment in the world—although 
it educates 21% of the age group, still low 
by the standards of industrialized nations. 
India has the third-largest postsecondary 
enrollment in the world with 16 million 
students, but this accounts for only 13% of 
the age group. 

The world has only seen the develop- 
ment of mass higher education systems in 
the past half century or so. For developing 
countries, the advent of “massification” is 
even more recent. It is estimated that total 
world-wide demand for higher education 
will more than double in the next 18 years, 
from around 100 million today to 263 mil- 
lion by 2025, with the majority of new de- 
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mand coming from developing countries. 

In both countries there is a stark short- 
age of globally competitive researchers, 
scholars, and managers to staff world- 
class universities or other institutions. 
Employers in both countries complain that 
the graduates of the bottom levels of the 
higher education systems are not suffi- 
ciently well-trained to be productively em- 
ployed in the new high-technology and 
service sectors. There is too much reliance 
on rote learning in the 
university selection pro- 
cess and in the academic 
curriculum, and too little 
creativity from gradu- 
ates. 

As a percentage of GDP, 
neither country spends 
enough on higher educa- 
tion; both are well under 
the international average 
for investing in higher ed- 
ucation. India spends 0.37% and China 
0.50% of app on higher education, com- 
pared to the U.S. at 1.41% and the United 
Kingdom at 1.07%. 

Further, both countries export a high 
proportion of their “best and brightest” to 
the U.S. and other developed countries. In- 
dia and China rank first and second with 
regard to number of students studying in 
the U.S., accounting for a total of 142,000 
students together, about a quarter of all in- 
ternational students in the U.S. And these 
countries send at least that number to the 
rest of the world. A large percentage of for- 
eign-educated graduates from China and 
India do not return home after their stud- 
ies—some estimate that between 70% and 
80% remain abroad. But as the economies 
expand and offer stimulating and remu- 
nerative jobs, return rates will increase. 

One new development in higher educa- 
tion that China and India face is the rapid 
growth of a private higher education sec- 
tor. In common with other developing 
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countries, China and India see the private 
sector as a way of absorbing rapidly ex- 
panding demand for access to higher edu- 
cation without much additional public 
expenditure. Very few private universities 
have aspired to the top of the academic hi- 
erarchy, however. A primary goal of the 
schools is to make money for their owners 
and managers, and thus the private sector 
largely serves those who can afford to pay 
tuition costs, excluding students from low- 
er socioeconomic backgrounds. Both 
countries have realized that an unregulat- 
ed private sector is an invitation for chica- 
nery of all kinds, and they are moving to 
enhance scrutiny and regulation. Ensur- 
ing that the private higher education sec- 
tor serves broad public interest is a 
significant challenge. 


What Would Confucius Do? 


CHINA HAS HAD acommitment to build a 
few internationally competitive universi- 
ties for almost two decades now. Its “985” 
and “211” projects have identified a small 
number of universities for significant 
funding by the central government. This 
continuing infusion of funds, combined 
with government pressure to merge uni- 
versities in some cities and guidelines to 
stress research and improve standards, 
have led to the marked improvement of a 
number of Chinese universities. The tra- 
ditional “flagships” such as Peking and Ts- 
inghua Universities and a few others such 
as Shanghai Jiaotong and Fudan are now 
internationally competitive. However, 
pedagogy throughout Chinese higher edu- 
cation is lecture-based. Little discussion is 
encouraged, and building creativity has 
been recognized as a problem. 

The top of the system faces some sig- 
nificant problems, though. Building a vi- 
able research and self-regulating 
academic culture is not easy. Continuing 
cases of plagiarism, favoritism in appoint- 





ments and admissions, and other corrupt 
practices are evidence of the challenges. 
Academic freedom is not yet guaranteed, 
especially in the social sciences and hu- 
manities. While efforts have been made to 
create a stable career path for professors, 
further work is needed. World-class uni- 
versities need more than fine laboratories, 
state-of-the-art information technology, 
and good libraries—they require a unified 
academic culture built on meritocratic val- 
ues, competition, collaboration among fac- 
ulty and students in research and teaching, 
and a commitment to honesty. The top 
Chinese universities have made major 
strides in these areas but still have a long 
way to go, as evidenced by the recent firing 
of a prominent professor, Chen Jin at 
Shanghai Jiaotong University, for academ- 
ic dishonesty. 

At the bottom of the system, things are 
less rosy. Demand for access has led to the 
rapid expansion in the number of universi- 
ties and enrollment growth in many. Stu- 
dent-teacher ratios have deteriorated. 
Tuition has been increased to pay for the 
expansion since public funding for these 
institutions is inadequate, Public universi- 
ties have turned to a variety of money- 
making schemes, including adding 
students who have lower entrance exam 
scores but who pay high fees, or opening 
semiprivate branch campuses that charge 
high tuition. Student riots have taken place 
over the name on the diploma granted by 
at least one of these “branch” campuses. 
Universities have started consulting firms, 
and have urged their faculty to moonlight 
at private schools—all to earn needed in- 
come. These efforts generally detract from 
the educational mission of the university, 
and lower the standards. 

Some of the new private universities 
are of questionable quality. The majority 
of these institutions are not fully recog- 
nized by China’s Ministry of Education, 
and therefore their degrees and certifi- 








cates do not have full legitimacy. Provin- 
cial and municipal authorities establish or 
authorize universities and colleges, often 
without adequate resources. These schools 
provide access but often deliver an inferior 
product. 

There is widespread criticism in China 
about higher education standards and an 
oversupply of university graduates. The 
two issues are directly related. Graduates 
of the small number of “name brand” uni- 
versities have an easier time finding em- 
ployment. A recent survey by the American 
Chamber of Commerce in Shanghai notes 
that a skills shortage has emerged as the 
top challenge for U.S. companies operat- 
ing in China as they find that local gradu- 
ates do not have the required knowledge 
or skills. Graduates are having an increas- 
ingly difficult time finding jobs—in 2005 
almost half of the four million graduates 
could not find satisfactory jobs. 

Chinese authorities have recognized 
the problem, and are starting to loosen 
some of the overly rigid controls over the 
universities, while at the same time trying 
to rein in expansion. However, until there 
is a fundamental rethinking of how stu- 
dents are admitted to higher education 
and how teaching and learning is orga- 
nized, major improvement is unlikely. Fur- 
ther, higher education needs more 
adequate funding if it is to provide both 
quality and access. 


India Struggles to Pass 


INDIA’S LARGE AND diverse higher educa- 
tion system is a paradox. On the one hand, 
it produces a modest number of highly 
competent graduates who readily find em- 
ployment in the nation’s burgeoning high- 
tech industry and are competitive in the 
international job market. On the other, the 
large majority of India’s colleges and uni- 
versities are well below international stan- 
dards. Indian employers complain about 


the low quality of most university gradu- 
ates, including those in engineering and 
management. The high-tech industry has 
even been hiring small numbers of Amer- 
icans and other foreigners to work in India 
because of a shortage of sufficiently com- 
petent local applicants. 

This paradox is based on several fac- 
tors. At the top of the Indian higher educa- 
tion system there are only a small number 
of institutions that have high standards, 
innovative curricula, and competent and 
committed faculty. While these institu- 
tions are not lavishly funded—by interna- 
tional standards they have modest 
budgets—they have had fairly consistent 
public support. Some institutions have 
considerable autonomy to set their own 
curriculum, and they are rigorously meri- 
tocratic in hiring and promotion. Exam- 
ples include the Tata Institute of 
Fundamental research, the All-India In- 
stitute of Medical Sciences and the Indian 
Institute of Science, among others. These 
schools are extraordinarily competitive— 
thousands of applicants sit for national ex- 
aminations each year, and only the cream 
of the crop is accepted. But total student 
enrollment at top institutions is still only 
about 50,000 students out of 16 million na- 
tionwide. 

The higher education system in India 
is based on more than 18,000 colleges— 
amazingly half of the world’s total post- 
secondary institutions—many of which 
are too small to take advantage of econo- 
mies of scale and to have adequate librar- 
ies and laboratories. Most of these colleges 
are affiliated to some 250 public universi- 
ties that have responsibility for setting and 
grading examinations, approving the cur- 
riculum, and determining a variety of rules 
for the colleges. This structure is a legacy 
of British colonialism and ensures a strait- 
jacket of bureaucratic rules and regula- 
tions. Supporters of the status quo point 
out that the propensity for academic cor- 








ruption and caste or ethnic politics require 
strong controls. However, innovative ideas 
typically require the creation of a new in- 
stitution outside of the structure of the ex- 
isting universities. The structural 
impediments to reform are strong, and the 
traditional universities have not changed 
much. 

The main sources of public funding for 
higher education are the state govern- 
ments, which have differing policies and 
commitments to higher education. It is fair 
to say that none of the governments pro- 
vide adequate support. The central gov- 
ernment gives funding for a small group of 
nationally prominent institutions as well 
as research and academic innovation, in- 
cluding curricular reform. Most of the 
18,000 colleges are privately managed. 
Traditionally, the majority of these colleg- 
es had public financial support, but by 
2006, more than half were “unaided” and 
received no direct government support— 
they are dependent on tuition charges and 
other fees levied on the students. 

India does have several higher educa- 
tion advantages. The use of English as the 
medium of instruction and research ina 
significant part of the system makes inter- 
national links easier. A tradition of aca- 
demic freedom is also important. Many 
top Indian scholars and scientists already 
have strong ties to the international aca- 
demic community. 

However, many in India recognize that 
higher education is in crisis and is not con- 
tributing to economic development. The 
establishment by Prime Minister Manmo- 
han Singh in 2006 of a Knowledge Com- 
mission to recommend ways of improving 
higher education and linking it better to 
development is a sign of this concern. The 
fact that several members of the commis- 
sion have resigned in frustration does not 
bode well for its future. The challenge of 
numbers is overwhelming: India now edu- 
cates only a small proportion of the age 
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group and needs to increase coverage. The 
demand for access combined with the need 
for a few high quality universities of inter- 
national standards seem insurmountable 
challenges in the context of inadequate 
public funding and entrenched bureaucra- 
cy and inertia within the system. 


Who Is Ahead? 


COMPARING THESE TWO giants is not easy. 
Both are large and complex academic sys- 
tems with multiple problems and great po- 
tential. World-class institutions in both 
countries are absolutely necessary for fu- 
ture social and economic development. 
Clearly, China is currently ahead in the 
knowledge race: It educates a larger pro- 
portion of its age group, it has a few uni- 
versities that have achieved international 
standards of quality, and it has made in- 
vestments, while spotty, that contribute to 
continued development. It benefits from 
the ability to focus resources and policies 
although the danger of overly centralized 
government direction in higher education 
is significant. India, on the other hand, has 
a very few small specialized postsecond- 
ary institutions that operate at interna- 
tional standards. Even with these 
exceptional institutions, a handful of pro- 
ductive academic departments in some 
universities, and some high-quality under- 
graduate colleges, Indian higher education 
suffers from bureaucracy, inertia and a 
scarcity of resources. There are few, if any, 
current government efforts to build world- 
class higher education capacity in India. 
The two Asian giants will dominate 
their region’s—and perhaps the world’s— 
economic future. If they can build world- 
class higher education systems that serve 
demands for mass access, the needs of a 
sophisticated economy, and active partici- 
pation in the world knowledge system, 
their development will be quicker and bet- 
ter sustained. a 








Institutions, Not Students, 
Get the Travel Bug 


by Grant McBurnie and Christopher Ziguras 


VERYBODY KNOWS THAT the 
number of tertiary students trav- 
eling abroad to study continues to 
grow. The OECD reports that in 2003 there 
were 2.12 million tertiary students study- 
ing outside their country of origin, a rise 
of nearly 50% since 1998. But when it 
comes to moving education across borders 
rather than learners, we are in the dark. 
Governments collect very little official 
data on internationally mobile programs 
and institutions, commonly referred to as 
transnational education. 

Globally, hundreds of thousands of stu- 
dents are enrolled in foreign programs in 
their home country, and the largest num- 
bers are in Asia. After 20 years of contin- 
ued growth, now fully one-third of 
Singapore’s tertiary students and one- 
quarter of Hong Kong’s are enrolled in 
transnational education programs. British 
universities, led by the University of Lon- 
don and the United Kingdom’s Open Uni- 
versity, enroll the largest number of 
offshore students, followed by Australia 
and the United States. Over the past de- 
cade, offshore enrollments in Australian 
universities have grown four-fold to 
around 64,000, representing over a quar- 
ter of the total 240,000 international stu- 
dents in Australian programs. Industry 
body tpp Education Australia predicts the 
number will continue to rise to more than 
430,000 by the year 2025, fuelled largely 
by growth in Asian markets. 

Transnational education offers stu- 
dents the opportunity to gain a foreign de- 
gree in their home country, without the 
expense and disruption of living abroad, 
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and often with fees lower than those 
charged at the parent institution. It also 
poses particular challenges for quality as- 
surance and regulation: The potential for 
“cowboy” operators is huge and students 
may potentially end up in a program that 
is poorly staffed, in substandard premises 
and with little connection to the awarding 
institution. 

The bulk of students who consider 
studying in transnational education pro- 
grams live in cities experiencing rapid eco- 
nomic growth, most notably Singapore, 
Hong Kong, Kuala Lumpur and Shanghai. 
These cities’ internationalized economies 
pay a premium for Western business skills 
and English-language proficiency, and lo- 
cal institutions are often unable to develop 
new programs to respond to labor-market 
demand as quickly as foreign universities 
with established programs. Students in 
these emerging global cities are able to 
choose from a wide range of foreign pro- 
grams with varying levels of local facili- 
ties, face-to-face teaching and support 
services. 


Growth Spurts 


THE TRAJECTORY OF transnational educa- 
tion is best viewed within four broad phas- 
es of higher education development that 
can be discerned in many countries in the 
region since the 1980s. With rapid econom- 
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ic development, demand for higher educa- 
tion quickly outpaced the capacity of local 
public universities to respond, particularly 
in those fields in demand in increasingly 
globalized economies. In this first phase, 
the number of students traveling abroad to 
study grows dramatically. Taiwan, Singa- 
pore, Malaysia and Hong Kong experienced 
this growth of outward mobility in the 
1980s and ’90s, and currently numbers are 
growing from those countries whose eco- 
nomic growth has come later, such as Chi- 
na, India and Vietnam. 

Over time, the capacity 
of the local system to meet 
the education demands of 
its citizens is built up, 
leading to a second phase 
in which growth of out- 
ward student mobility 
slows. In some countries, 
such as China, the growth 
of local institutions is 
funded primarily by gov- 
ernments through public 
universities; while in others, such as South 
Korea, the growth has been largely in the 
nongovernment sector. At this stage for- 
elgn universities play important capacity- 
building and demand absorption roles, 
chiefly in partnership with local private 
providers and public institutions. 

A third phase is reached when domes- 
tic providers are able to respond to student 
demand and the number of students seek- 
ing degrees abroad flattens out. The most 
economically developed countries in Asia 
have now reached this phase. As local in- 
stitutions become more competitive and 
governments become concerned with 
quality over quantity, lower-status trans- 
national programs get squeezed out. In 
Singapore and Malaysia, many longstand- 
ing transnational programs are being chal- 
lenged by local private institutions, which 
are now being accredited to award their 
own degrees after years of partnering with 
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foreign universities. 

A fourth phase involves a country shift- 
ing from being a net importer to a net ex- 
porter of education services. When 
domestic capacity and quality is sufficient- 
ly established, governments are able to en- 
courage the export of education, primarily 
by attracting foreign students. In recent 
years Singapore, Malaysia, the United Arab 
Emirates and Qatar have all sought to es- 
tablish themselves as education hubs, draw- 
ing students from the region and beyond. 
In this phase, governments work to attract 
branch campuses of highly 
prestigious foreign univer- 
sities to be a major draw 
card. Singapore, for exam- 
ple, now boasts campuses 
of Australia’s University of 
New South Wales, France’s 
INSEAD business school, 
the University of Chicago 
Graduate School of Busi- 
ness, Mumbai-based S. P. 
Jain Institute of Manage- 
ment and Research, and a long list of pres- 
tigious teaching and research partnerships 
with leading international universities. For 
the host country, the anticipated benefits 
are financial and reputational, as well as 
academic. 


No Teacher’s Pets 


IRONICALLY PERHAPS, TRANSNATIONAL 
providers are in some ways less con- 
strained by government regulation than 
local providers. Transnational programs 
take three major forms: distance educa- 
tion with little or no local support, local 
partner-supported delivery, and the stand- 
alone international branch campus. Their 
cross-border character has allowed them 
to avoid some of the most restrictive as- 
pects of national regulatory frameworks. 
Domestic universities across most of the 
region are subject to detailed bureaucratic 








Students sit and talk in the lobby of French business school INSEAD’s 
Asia campus in Singapore, which opened in 2000. 


direction, and their growth has been lim- 
ited by other demands on the public purse. 
In many countries, domestic private insti- 
tutions have been restricted to providing 
diploma-level programs. The early twin- 
ning programs in Southeast Asia were 
structured so as to work around these reg- 
ulations, by combining the resources of a 
foreign university not subject to the med- 
dling of the Ministry of Education, witha 
local private college that could not offer its 
own degrees but was not prevented from 
offering someone else’s. 

Some Asian countries are yet to develop 
any regulations governing cross-border 
providers, including Laos and Sri Lanka. 
Similarly, Vietnam’s regulations only cover 
the establishment of foreign-owned insti- 
tutions, leaving foreign programs delivered 
through local partners or by distance edu- 
cation unregulated. The majority of coun- 
tries in the Asian region have relatively 
liberal conditions, usually requiring initial 
approval and ongoing quality assurance 
checks similar to those applying to local in- 
stitutions. This is the case in Bangladesh, 
China, Hong Kong, India, Japan, Malaysia, 
Singapore, South Korea and most other 
countries in the region. 

Drawing on the four-phase model set 
out above, we suggest that the degree and 
type of regulation employed depend on 


whether a government is con- 
cerned primarily with quantity or 
quality of higher education. Typi- 
cally, countries experiencing 
growth in demand for higher edu- 
cation that cannot be met by local 
providers establish relatively “light 
touch” regulatory frameworks, 
aiming to expand the volume of 
transnational provision and in- 
crease the capacity of the system. 
On the other hand, countries with 
stable demand and adequate sup- 
ply of higher education establish 
more stringent regulatory frame- 
works. These aim to promote forms of 
transnational provision that enrich the na- 
tional system, complementing local pro- 
viders in ways that create greater diversity 
and enhanced student choice. 

Overall, we can observe that market ac- 
cess restrictions are becoming much less 
common, and that quality assurance sys- 
tems are becoming more widespread. 
There is a general regional trend for gov- 
ernments to move away from protectionist 
barriers to market entry of foreign provid- 
ers and discriminatory policies that favor 
domestic institutions. Liberalization of 
regulatory frameworks has been wide- 
spread both in order to increase the pres- 
ence of foreign providers where there is a 
shortage of supply locally, as argued above, 
and also to be seen to be treating foreign 
and local private institutions in a nondis- 
criminatory manner as is required by var- 
ious free trade agreements. 

Despite widespread trade liberalization, 
quality assurance requirements are becom- 
ing more stringent as capacity is built up, 
allowing governments to manage markets 
in order to avoid oversupply, and reduce the 
proportion of students enrolled in foreign 
education by gradually raising the bar and 
eliminating the bottom end of the market. 
Further, despite the minutiae of national 
differences, we suggest that shared inter- 


60 FAR EASTERN ECONOMIC REVIEW +e January/February 2007 | 


ests will drive an increasing regional and 
global trend towards convergence of the 
criteria and mechanisms for assuring qual- 
ity. Simultaneously, the best local institu- 
tions are offered the opportunity to award 
their own higher level qualification, the 
best foreign programs are invited to estab- 
lish branch campuses, and the others find 
the market conditions more and more com- 
petitive without either their own local ac- 
creditation or a fully fledged campus. 


Mapping the Future 


HISTORICALLY, THE CHIEF movement of 
transnational education institutions has 
been from Western Anglophone countries 
(especially Britain, Australia and the U.S.) 
to countries in Asia (particularly Malay- 
sia, Singapore and Hong Kong). However 
there is reason to believe that this pattern 
of export from developed to developing 
countries will increasingly be supplement- 
ed by trade between developed countries 
and between emerging economies. In par- 
ticular, there are signs of a growing intra- 
regional trade in education as Asian 
institutions begin to expand abroad. We 
note, for example, the establishment of In- 
dian and Pakistani campuses in the U.A.E. 
(e.g. Mahatma Gandhi University, Birla In- 
stitute of Technology and Science, Mani- 
pal Academy of Higher Education); 
Malaysian colleges expanding into Sri 
Lanka and India; and Singapore-based in- 
stitutions moving into China. 

Australia, well-established as an edu- 
cation exporter, expects to increasingly 
become an importer of transnational edu- 
cation. Consistent with its commitments 
within the wTo and various bilateral FTAs, 
Australia recently liberalized and made 
more transparent the requirements for 
foreign education providers. It is expected 
that there will be at least six such provid- 
ers in place during 2007, variously from 
the U.S., the U.K. and China. This follows 
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the 2006 opening of the U.S.-based Carn- 
egie Mellon University’s campus, which 
enjoys an A$20 million ($15.6 million) 
grant from the South Australian govern- 
ment. This phenomenon seems likely to 
grow, as providers see the opportunity to 
service Australian students and to use 
Australia as a geographically congenial 
base to attract students from the Asia-Pa- 
cific region and elsewhere. 

As governments raise the quality bar, 
students in the region will have more 
choice of high quality transnational educa- 
tion. At the same time, where governments 
are slow to ensure the quality of foreign 
programs, consumers will need to be more 
discerning and well-informed in their se- 
lection. Of the regulatory systems operat- 
ing across the region, the Hong Kong 
Non-local Higher and Professional Educa- 
tion (Regulation) Ordinance, operating 
since 1997, is a model for transparency and 
consumer information. Providers are re- 
quired to furnish the government with a 
range of data on course content, delivery 
methods, student requirements, staff qual- 
ifications, facilities provided, and quality- 
assurance methods. Reports are updated 
annually and the public can inspect all 
documentation and consult a Web listing 
of approved providers, who must list their 
registration number in all advertisements 
and correspondence. 

Animportant effect of transnational ed- 
ucation is to up the ante on quality expecta- 
tions for the local system. Governments are 
under pressure to strengthen national pro- 
vision, pushing many public universities to 
modernize, to become more autonomous 
and client-focused. International pro- 
grams—unfettered by the red tape and in- 
herited bureaucratic burdens of state 
systems—have been relatively nimble in re- 
sponding to the changing needs of learners. 
The challenge for governments will be to 
appropriately balance nation-building pri- 
orities with demand-driven education. 
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The Cream of India’s 
Colleges Turns Sour 


by Neelima Mahajan 


HE INDIAN INSTITUTES of Tech- 
nology are India’s best-known 
education brand and a sign of the 
country’s latent brainpower. The success 
of 117 alumni is legendary. Nearly 30% of 
NASA's scientists come from the 11Ts. Wall 
Street companies routinely recruit HT 
graduates. McKinsey’s former managing 
director, Rajat Gupta, is an HT alum. So too 
is Vodafone cEo Arun Sarin and Citi- 
group’s Victor Menezes. Silicon Valley is 
awash with rT alumni, including such 
successful entrepreneurs as Kanwal Rekhi 
and Vinod Khosla. In fact, nearly 10% of 
all Silicon Valley start-ups created be- 
tween 1995 and 1998 were set up by Indi- 
ans, most of whom came from the ITs. 

The seven IITs were set up after India’s 
independence to make the country self-reli- 
ant in science and technology. They pro- 
duced talent to cater to India’s infrastructure 
needs and lay foundations for the growth 
of Indian industry. Today, the 11Ts conduct 
pioneering research in emerging areas like 
embedded systems and nanotechnology, 
and some are stepping up incubation cen- 
ters to foster entrepreneurship. 

Getting into an uT has always been 
considered a momentous achievement in 
India. As Infosys ceo Nandan Nilekani 
puts it, “it is the best ticket for social mo- 
bility for middle-class India.” The 11Ts’ 
Joint Entrance Examination is one of the 
most selective entrance tests in the world— 
in 2006 only around 1.6% of roughly 
300,000 applicants got in. “IITians” are 
easily the best of India’s best. 

But all is not well with India’s premier 
technology institutes. At the recently con- 
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cluded Pan irrt Alumni Global Conference, 
India’s president, A.P.J. Abdul Kalam 
(himself a graduate of Madras Institute of 
Technology), sardonically remarked that 
the rTs selected the cream of India’s best 
children, so the output is also the cream. 
What he said next was a bit of a shocker: 
“The value addition by rT is very low to 
the students it admits.” 

There are other problems too: The Ts 
are not doing enough—in terms of number 
of graduates, programs or research—to 
meet the needs of a high-growth economy. 
But given the government constraints they 
work under—be it norms about faculty or 
funding—the 11Ts can’t do much to correct 
this on their own. Besides, the government 
controls far too mucha case in point be- 
ing the recent government decision to re- 
serve 27% of seats for other backward 
classes in the nrs. That, along with the 
22.5% quotas for Scheduled Castes/Sched- 
uled Tribes that have been in place for a 
couple of years, means that only 50.5% of 
seats in the 11Ts will be based on pure mer- 
it. None of the 11Ts are happy with the new 
diktat as it threatens to dilute the quality 
of their output. But clearly, they can’t pro- 
test against it openly. If the government 
continues to ignore these issues, it could 
set the 11Ts on a path of rapid decline. 

The first signs of the decline are al- 
ready there. According to Shanghai Ji- 
aotong University’s world university 
rankings, the 11Ts ranked between 40lst 
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and 500th in 2005—miles behind Asian 
counterparts like Kyoto University, Peking 
University and National University of Sin- 
gapore. In another set of global rankings 
compiled by the Times Higher Education 
Supplement, the 11Ts plummeted to 57th 
place in 2006 from 4lst in 2004. 

So what is really going 
wrong at the 11Ts? With a 
growth rate of 9.2%, the 
Indian economy is firing 
on all cylinders. Huge 
projects are lined up in in- 
formation technology, re- 
tail, power generation, 


More companies — 
are getting fed up — 
with the 11Ts and 





technology revolution or the infrastruc- 
ture boom in India, none of the 11Ts spear- 
headed the challenge with new programs. 
Instead, it was private institutions and 
state and central government colleges 
which trained people for iT. And this was 
also why the Indian Institutes of Informa- 
tion Technology were set 
up. 

Meanwhile, at some 
point, companies decided 
to take the situation into 
their own hands. Several 
of them are now “seeding” 
their own programs in 


telecom, biotech and in- : : colleges or setting up 
frastructure. Several spe- setting Up their training academies of 
cial economic zones are own schools. their own. While some of 


coming up across India. 
Back-of-the-envelope cal- 

culations indicate that the 

total investment pouring into all these 
projects is around $680 billion. But human 
resources heads are complaining of a se- 
vere shortage of skilled manpower. 


Supply and Demand 


WHAT IS THE role of the 1Ts in all this? 
Since their inception the 11Ts have gradu- 
ated 150,000 students, 30% of whom have 
already gone abroad. If you look at indi- 
vidual 11Ts this percentage is even starker: 
11T-Bombay, for instance, graduates 1,500 
students each year and half go abroad. 

Even if you take the current supply of 
IIT grads, not counting the ones going 
abroad, the number is miniscule consider- 
ing India’s mammoth manpower needs. 
That’s a sad comment for a country of 1.2 
billion people. “The 111s don’t have enough 
internal flexibility to respond to the rapid 
changes in India’s industrial landscape. As 
a nation we are losing a lot in terms of the 
intellectual potential of the 11Ts,” says a 
former HT director. 

It is true. If you take the information- 
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these operate as mere 

“finishing schools” be- 

cause India’s academic 
system doesn’t produce industry-ready 
graduates, others are going farther—creat- 
ing entire degree programs. The scale at 
which this is happening is alarming—some 
of India’s fastest-growing companies like 
Infosys, the Future Group and icici Bank 
are walking down this route. Take Infosys, 
which is hiring 28,000 people this year 
alone. It has just set up a $300-million cor- 
porate university in Mysore which can 
train 13,500 people at any point of time. “If 
the system could deliver the right quality 
and quantity of graduates, we wouldn’t 
need to make this investment,” says Mr. 
Nilekani. 

The only way the u1Ts can face this chal- 
lenge is if they scale up. The seven ITs 
combined only produce around 5,000 grad- 
uates a year. If the JEE selects only 1.6% 
from the applicant pool, that doesn’t mean 
that all of the remaining 98.4% are inca- 
pable. Given the country’s exponentially 
growing manpower needs, it only makes 
sense to allow some more into the IITs. 

But what does a scale-up really entail? 
Estimates suggest that every nT would 
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uT students in New Delhi throw their degrees in the air after graduating. 


need $226 million capital expenditure for 
infrastructure over the next 10-20 years, 
and annual budgetary support of over $45 
million. Furthermore, a scale-up also 
means recruiting more faculty. 

The main source of funding for the 11Ts 
is government grants. Each IIT gets $22 
million to $45 million a year from the gov- 
ernment. Up to five years ago the range 
was $6 million to $9 million. This is in 
sharp contrast to the $1.1 billion mırt (with 
12,000 students) gets. About 10 years ago, 
the government started a system of 
“matching grants.” What that meant was 
that for all the money the 11Ts generated 
through industry, alumni donations or 
other means, the government would match 
it with an equivalent sum. It worked for 
five years. But sometimes the IITs would 
generate huge sums of money that the gov- 
ernment would be simply unable to match. 
11T-Madras, for instance, once got a $2.5 
million donation from alumni. Soon the 
government removed alumni contribu- 
tions from the list of matching grants to 
suit its convenience. Gradually, it scrapped 
the whole scheme. 

As for faculty, the 11Ts already face a 
serious shortfall. A McKinsey report has 
forecast a nationwide shortage of faculty 
for the better engineering colleges to be 
around 50%, or 5,000 positions. What is 
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making the situation 
more acute is the fact that 
a lot of faculty are retir- 
ing. So how do you bridge 
this gap? There are no 
easy answers because 
there is a serious supply 
bottleneck. The system 
does not produce enough 
doctoral degrees. Consid- 
er this: while India pro- 
duces roughly 100,000 
computer-science gradu- 
ates every year, it creates 
no more than 20 doctoral 
degrees in the subject. 

At the same time, demand for doctoral 
degrees continues unabated—and this time 
competition is coming from several fronts. 
At last count, there were 1,500 private en- 
gineering colleges in India, all of which are 
vying for teaching talent. Two multination- 
als are setting up huge research and devel- 
opment outfits in India. General Electric’s 
Bangalore-based John F. Welch Technol- 
ogy Centre, for instance, employs 400 doc- 
toral degree holders. 

Industry offers very attractive remu- 
neration packages so not everyone is in- 
clined to take up teaching as a profession. 
On an average, an IIT professor earns 
$18,000 per annum while industry pays 
two to three times as much. The starting 
salary of a typical youngster in computing 
today is often higher than the salary of a 
retiring professor at an IIT. One solution is 
to source faculty globally. Unfortunately 
that also appears to be a pipedream, for 
many professors abroad already earn sev- 
eral times more than their counterparts in 
India. In order to attract good faculty from 
abroad, the 11Ts need two things: compet- 
itive faculty compensation structures and 
an environment conducive to research. 

While raising salaries to U.S. levels 
might not be feasible, the 11Ts can perhaps 
emulate the Chinese example. In China, the 
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salary of a professor at a top university has 
three components: one given by the govern- 
ment (on the usual pay scales), one by the 
university (at a better scale) and one based 
on the professor’s performance in research. 
In Singapore faculty salaries have three 
components: a basic component, one based 
on market forces (a faculty member who is 
more in demand gets paid more), and a per- 
formance-based component. 

The 11Ts were founded primarily as 
teaching institutions, so research was nev- 
er a first priority. The government set up a 
separate set of institutions dedicated to re- 
search, like the Council of Scientific and In- 
dustrial Research or the Defence Research 
and Development Organisation. According 
to the 11T Review 2004, in 1999 India spent 
$2.9 billion on R&D. The mTs got only 0.6% 
of the national R&D expenditure for re- 
search. Now contrast this with what Chi- 
nese universities are doing: research funds 
to Chinese universities shot up from 1.4 bil- 
lion yuan ($180 million) in 1990 to 21.9 bil- 
lion yuan ($2.8 billion) in 2002. There is 
simply no comparison here. 

Historically the 11Ts didn’t have much 
of an incentive to do research beyond 
merely publishing papers in research jour- 
nals. The emphasis has to shift to applica- 
tion-oriented research and patents. 
Faculty compensation is built on a system 
of fixed increments, often regardless of 
performance. At most, it factors in pub- 
lished papers as research. The compensa- 
tion structure needs to factor in teaching, 
papers published, technologies developed, 





patents and industry-relevant research. 
Once such research is initiated, it should 
eventually flow back into the curriculum. 
Companies like Microsoft, Intel, Red Hat 
and Tata Consultancy Services have made 
the first moves by funding new research 
centers in some of the Ts. But there’s still 
a long way to go. 

Clearly, the government needs to step 
up research funding to the tts. But that 
has to be done with a competitive spirit. 
For instance, if the government has to dis- 
burse a sum of $150 million for nanotech- 
nology research, it must ask each 11T to 
submit a proposal on what it plans to do 
with the money and then give it to the IIT 
with the best plan instead of dividing it 
equally among all of them. It should also 
allow the 11Ts to raise more money them- 
selves from sources like alumni and indus- 
try. The idea is simple. If a greater 
proportion of research funding is coming 
from industry, there will be a sense of ac- 
countability in terms of how the money is 
being used. The result: industry-relevant 
research. 

Whether it is macro issues such as set- 
ting up new IITs, the issue of caste- or class- 
based quotas, or institute-specific matters 
such as faculty appointments, pay scales, 
research funding or curriculum changes, 
one thing is clear—there is far too much in- 
terference from the government. Says a for- 
mer 11T director, “The 11Ts have always 
been at the mercy of successive education 
ministers.” It is high time the government 
let the 11Ts take charge of their destiny. 





Getting into a top MBA program is not easy. Susan Joan Mauriello, an MBA 
admissions consultant, shares some of her insights on how to pick the best school 
and crack even the toughest selection process. See www.feer.com/mba.html 








CARL CROW—A TOUGH OLD CHINA 
HAND: THE LIFE, TIMES, AND ADVEN- 
TURES OF AN AMERICAN IN SHANGHAI 

by Paul French 
Hong Kong University Press, 
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HINA HANDS, THOSE long-time 
foreign residents of China, always 
come in many varieties, but re- 
gardless of their origins and ambitions all 
could benefit from this excellent book about 
their archetypal predecessor. For Carl 
Crow’s experience offers valuable clues on 
how to be successful in China—and just as 
importantly, how to remain sane. 

Budding journalist Carl Crow, the 27- 
year-old son of a Missouri country school- 
teacher, arrived in Shanghaiin the summer 
of 1911 with one suitcase as the Qing Dy- 
nasty fell. Prosperous businessman Carl 
Crow left China in 1937 with one suitcase 
as the Japanese invaded. In between, he 
happily surfed atop the boiling cauldron of 
warlord-torn China, riding the turbulence 
at various times as a journalist, advertising 
executive, American propagandist, travel 
guide, hostage negotiator, government ad- 
visor, explorer, historian and best-selling 
author. But the reason he is remembered 
today—and is well worth a biography six 
decades after his death—is that Mr. Crow 
was a fantastic raconteur, observer, sto- 
ryteller, humorist and even amateur an- 
thropologist. He focused these talents on 
figuring out and explaining what makes 
the Chinese tick—culturally, psychologi- 
cally, economically and emotionally. 

Mr. Crow’s landmark accomplishment 





was his 1937 bestseller 400 Million Custom- 
ers, a treasure trove of timeless insights and 
humorous anecdotes that explains Chinese 
commercial and social behavior in his day 
as well as today. But it is through his own 
life that Mr. Crow leaves behind his major 
lesson for China hands. The fundamental 
lesson is that long-time foreign residents of 
China can learn the language, understand 
the culture and psychology, respect the 
government for what it does right and even 
become a cheerleader for China’s progress 
without losing their common sense and 
ethical and cultural grounding. 

Mr. Crow started his China career as 
night editor of the China Press, a start-up 
founded by a fellow Missourian as the first 
American newspaper in China. At the time 
the dominant Shanghai British newspa- 
pers focused on covering expatriate soci- 
ety parties, sporting events and gathering 
news snippets from around the British Em- 
pire. Mr. Crow joined Shanghai’s expatriate 
society, but he and his fellow Missourian 
were soon dubbed “cowboy correspon- 
dents” because of their hayseed origins and 
penchant for chasing real news. 

The pace of China’s change suited Mr. 
Crow very well. He was a curious man who 
moved very fast. Within 18 months of ar- 
riving in Shanghai, Mr. Crow had married 
Mildred Powers, an American who was 
selling Underwood typewriters in China. 
He also traveled widely in China and pub- 
lished a guidebook, The Travellers’ Hand- 
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China guidebooks as Mr. Crow updated and 
reprinted it for the next two decades). 

In 1913, Mr. Crow became curious about 
the rest of the world and took Mildred on a 
round-the-world honeymoon trip, linger- 
ing for a few months in the Philippines to 
research his second book, America and the 
Philippines, an effort to explain the U.S. oc- 
cupation of the Philippines to perplexed 
Americans. After a short stint in Tokyo as 
business manager for the American-owned 
Tokyo Advertiser newspaper, he published 
his third book, Japan and America, in 1916 
and used his self-promotion skills to be- 
come a minor celebrity in New York liter- 
ary circles. 

With the birth of daughter Betty, Mr. 
Crow decided to stop globetrotting and 
settle his family on a fruit farm in Califor- 
nia. America’s 1917 entry into World War I 
ended that brief brush with solitude. At age 
34, Mr. Crow was recruited by the U.S. war- 
time propaganda agency, the Committee on 
Public Information, and posted to Shang- 
hai. There Mr. Crow found his calling as a 
marketer and promoter. His key wartime 
project was turning a book of President 
Woodrow Wilson’s speeches into a Chinese 
best seller that drew more than 10,000 let- 
ters from admiring Chinese readers. 

Business boomed in Shanghai when the 
war ended, and in 1918 Mr. Crow joined 
in, founding Carl Crow Inc., “advertising 
and merchandising agents.” For the next 
two decades, Mr. Crow built China’s pio- 
neering agency, tediously and successfully 
toiling to set up direct marketing and ad- 
vertising campaigns across the country. 
Mr. Crow himself became fascinated with 
market research on Chinese living habits. 
His favorite hobby was to walk the streets 
of Shanghai and observe Chinese people 
living their lives. He read widely on Chi- 
nese history and culture. 

He worked day and night, he said, only to 
keep up with his diligent Chinese staff: “If 
it is true the devil can only find work for idle 


hands, then China must be a place of lim- 
ited satanic opportunities.” And he came 
to loath corrupt officials: “The Chinese 
learned many centuries ago that crooked 
officials can’t be reformed and that the only 
practical thing is to kill them.” 

He admitted that he became hard- 
hearted “out of self-protection” in wit- 
nessing the terrible poverty and disease in 
China, but also joked that the mob-backed 
beggars of Shanghai were as talented ac- 
tors as anybody in Hollywood. Mr. Crow 
learned to speak passable Chinese but had 
a unique skill among foreigners in China, 
memorizing 30 obscene Chinese hand ges- 
tures learned from a railway porter. Along 
the way, he got divorced and remarried, 
settled into the Shanghai expatriate life of 
suburban estates, gardeners, personal va- 
lets, drivers, chefs, houseboys, weekends 
at the racetrack or house-boating on ca- 
nals. But he appears to have spent as much 
time psychologically analyzing this reti- 
nue as he did telling them what to do. 

As he became a pillar of the foreign busi- 
ness establishment in China, Mr. Crow was 
often called on to brief visiting politicians. 
In one episode in 1919, Mr. Crow was asked 
to escort a group of American congressmen 
on a China tour. His compatriot in this en- 
deavor was fellow Shanghai resident Roy 
Anderson, a 300-pound China-born racon- 
teur who spoke eight Chinese dialects and 
fancied pith helmets and riding boots. Once 
in China, however, the congressmen were 
more interested in a drinking binge than a 
cultural exchange since they had imposed 
Prohibition on their constituents with the 
Volstead Act that year. 

The party was interrupted when Chinese 
officials, to show respect, extended extra- 
territoriality (the application of U.S. laws) 
to the train carrying them from Shanghai 
to Beijing, forcing closure of the bar car. Af- 
ter the enraged lawmakers went to sleep, 
Mr. Crow and Mr. Anderson talked the 
bartender into opening up and were hap- 
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pily guzzling down bottles of champagne 
when a local magistrate boarded to the 
train to pay his respects. Instead of wak- 
ing the lawmakers, Mr. Crow pretended he 
was the congressional group leader and Mr. 
Anderson his interpreter. They held forth 
for an hour about China issues before retir- 
ing back to the bar car. 

Another mission came in 1923 when 

warlord Swen Miao derailed a new Shang- 
hai-Beijing express train near the Jiang- 
su-Shandong border and took 25 foreign 
hostages, including the sister-in-law of 
John D. Rockefeller. 
The Red Cross sent Mr. 
Crow to negotiate. The 
warlord and Mr. Crow 
became quite friendly, 
with the Robin Hood- 
like warlord calling Mr. 
Crow da ge (big broth- 
er) and issuing receipts 
for food and medical 
supplies so that Mr. 
Crow could properly bill 
the Red Cross. Mr. Crow 
was incensed when the 
$100,000 settlement he 
arranged was never paid. 
The warlord trusted Mr. 
Crow so he released the hostages before the 
money was delivered, and the government 
quickly moved in to behead Swen Miao and 
machine-gun his 600 men. 

Mr. Crow’s China career ended sudden- 
ly on Black Saturday—Aug. 14, 1937—just as 
he was writing his clients at Colgate that 
toothpaste sales were up and that he was 
bullish on China business. Mr. Crow’s of- 
fice window exploded as Japanese gun- 
boats shelled Shanghai. Within days, he 
fled China with a suitcase, an overcoat and 
the suit he was wearing. 

Seeking to rebuild his economic base, 
Mr. Crow started churning out books. 
Within three years he published: 400 Mil- 
lion Customers; Master Kung: The Story of 
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Confucius; and The Chinese are Like That. 
He made one final visit to China in 1939 on 
a magazine assignment, a harrowing jour- 
ney along the Burma Road from Rangoon 
to Kunming before flying on a military 
transport to Chongqing where he spent 
two hours with Zhou Enlai. 

After Pearl Harbor, Mr. Crow went to 
work for the China section of the Office 
of War Information. In his spare time he 
wrote the 1943 book The Great American 
Customer, which chronicled the develop- 
ment of manufacturing and marketing in 

the U.S. Mr. Crow had an- 
other half dozen books in the 
works when he died in June 
1945 of esophageal cancer. It 
was fitting tribute months 
later when U.S. soldiers ar- 
riving in Shanghai after the 
Japanese defeat were issued 
a pocket-sized printing of 
400 Million Customers to help 
them understand China. 
Author Paul French 
isn’t a great story- 
teller, but he is an 
excellent research- 
er, serious historian 
and journeyman writer 
with a keen eye for telling anecdote and an 
obvious fascination with his subject. This is 
much more than a book about Mr. Crow, it 
is abook about China’s commercial opening 
to the modern Western world and the in- 
teractions between foreigners and Chinese 
who played important roles in that drama. I 
love this book and I own and have read al- 
most all of Mr. Crow’s books. After nearly 
20 years of living in greater China, I was 
delighted by the sumptuous buffet of fact, 
fable, profiles and insights. And getting to 
know Mr. Crow better helped remind me 
that maintaining a strong sense of adven- 
ture, keen sense of humor and remember- 
ing where you come from are the keys to 
staying sane as a China hand. 
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For Islamists, traditional concessions of land or political 


autonomy are likely to be seen as signs of weakness. 
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Reviewed by SADANAND DHUME 
WO EXPLANATIONS FOR Mus- 
T lim violence have emerged since 

Sept. 11. The first, identified most 
closely with the Princeton historian Ber- 
nard Lewis, traces it to Islam’s decline and 
its consequent eclipse by the West, to the 
rage of a once great people who now lagin 
virtually every sphere of human achieve- 
ment. The other, popular both in Western 
academe and the Muslim world, places the 
blame on Western governments and their 
policies. The problem, we are told, lies less 
with Osama bin Laden, the Taliban and al 
Qaeda than with the United States, the 
United Kingdom and, of course, Israel. Or, 
to collapse them into a familiar bogeyman, 
with Western imperialism. 

Efraim Karsh, a historian at King’s Col- 
lege in London, makes a compelling case 
for a third option. Abandoning the shop- 
worn narrative of European aggressors 
and Muslim victims, he points out that Is- 
lam itself is no stranger to the imperial- 
ist impulse. From its inception, the faith 
was as much a political project as a spiri- 
tual one, an effort not to create a Kingdom 
of God, but to use God’s name to build an 
earthly kingdom. 

“T was ordered to fight all men until they 
say, ‘There is no God but Allah,” declared 
the prophet Muhammad in his farewell ad- 
dress to his followers. As if on cue, within 
100 years of the prophet’s death in 632 A.D., 
Muslim armies had subdued the Persian 
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Sassanids, wrested Egypt and Syria from 
the Byzantines, overrun North Africa and 
Spain and planted their banner in India. 
They would go on to capture Constanti- 
nople and, over the course of centuries, lay 
repeated siege to Vienna. 

Traditionally, Islam recognizes no na- 
tional boundaries. Over 13 centuries, until 
Kemal Ataturk’s formal dissolution of the 
Ottoman caliphate in 1924, most Muslims 
lived—in theory if not usually in practice— 
as a community of believers, the ummah, 
united under a spiritual and political lead- 
er. If bin Laden’s communiqués and the 
popularity of pan-Islamic organizations 
such as the Muslim Brotherhood and Hiz- 
but Tahrir are anything to go by, then this 
idea retains a powerful grip on the Muslim 
imagination. 

Moreover, in contrast to postnational 
and secular Europe, where the imperial 
past is often as much an embarrassment as 
a source of pride, Muslims see little to apol- 
ogize for. As Mr. Karsh points out: “To this 
day many Arabs and Muslims unabashedly 
pine for the restoration of Spain and con- 
sider their 1492 expulsion from the country 
a grave historical injustice, as if they were 
Spain’s rightful owners.” 

Though Mr. Karsh trawls through 1,300 
years of Middle Eastern history to make 
his point, it is the chapters on the relatively 
recent past that carry the most urgency. 
He traces the ancient quest for global dom- 
inance to the influential ideas of the last 
century’s three leading Islamists: Sayyid 
Qutb, the Egyptian literary critic and Mus- 
lim Brotherhood ideologue, the Pakistani 
Abul Ala Maududi, founder of the funda- 
mentalist Jamaat-e-Islami, and their Shia 
contemporary, Ayatollah Khomeini. 

Qutb famously equated democracy—rule 
by man’s law rather than God’s—with jahili- 
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yya, the term used by Muslims to describe 
the morally bankrupt state of pre-Islamic 
Arabia. Maududi, one of the few non-Ar- 
abs widely read in the Arab world, detailed 
the universal Islamist state where “every 
sphere of activity is coexistent with the 
whole of human life.” Iran’s Khomeini in- 
spired an entire generation by upgrading 
Islamism—albeit a Shia variant privileging 
clerics—from theory to practice. The ideo- 
logical imprint of one or more of this troika 
lives on in every Islamist movement in the 
world, from Hamas and Hezbollah in the 
Middle East, to al Qaeda’s loosely knit glob- 
al franchise, to the largely nonviolent yet 
equally uncompromising cadres of the Ja- 
maat in Pakistan and the Justice and Pros- 
perity Party in Indonesia. 

Not surprisingly, Mr. Karsh’s analysis 
throws up intriguing implications for pol- 
icy makers. If Islam’s bloody borders have 
less to do with specific political demands 
than witha larger failure to bury the impe- 
rial impulse, then the prospect of taming 
Islamists through purely political means 
appears dim. 

For Islamists, traditional concessions of 
land or political autonomy are as likely to 
be seen as signs of weakness as of good- 
will. Democracy is merely a means to an 
end—Shariah as the basis for both state 
and society—rather than an end in itself. 
Modern notions of women’s rights, free- 
dom of conscience and the equality of all 
faiths before the law go against the grain 
of Islamist belief and practice. Against this 
backdrop, the so-called pothole theory of 
democracy, which maintains that power 
will moderate Islamists, ignores the real- 
ity that for many the only potholes worth 
fixing are those on the path to heaven. 

On the face of it, this leaves few easy op- 
tions for Asian governments battling Islam- 
tinged insurgencies in Kashmir, Mindanao 
and southern Thailand; and fewer still for 
Muslim-majority countries such as Indo- 
nesia and Pakistan that, fearing a backlash 
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from their own citizens, have done little to 
combat Islamism. Ruling elites in both Pak- 
istan and Indonesia have attempted to fob 
off their Islamists with an ever-expanding 
list of concessions—a ban on alcohol here, 
scrapping the state lottery there, turning a 
blind eye to mob violence against non-Mus- 
lims, and the persecution of those, such as 
the Ahmadis, deemed heretical. 

In both countries Islamists have only 
used the space ceded by secularists to ex- 
pand their influence. They emphasize ed- 
ucation, propaganda, and proselytization, 
secure in the knowledge that a fundamen- 
talist population is the surest route to a fun- 
damentalist state. A similar process has 
been underway in Malaysia, though dis- 
guised from the casual visitor by a large 
and prosperous Chinese minority. 

Yet, bleak though the outlook appears, 
the battle is far from over. In a far-reach- 
ing rhetorical shift, over the past year both 
George W. Bush and Tony Blair have taken 
to describing the threat as an ideology and 
not merely a tactic. The “war on terror” 
was akin to the war on drugs, essential- 
ly a law and order approach to the prob- 
lem. The “war on Islamofascism” brings to 
mind the struggle against communism. 

This emphasis on ideas rather than tac- 
tics is welcome. But for it to mean anything 
it must be accompanied by a stepped-up ef- 
fort to identify and support genuine Mus- 
lim moderates, those who see Islamists 
as agents of retardation not progress. The 
soft bigotry that judges Muslims by lower 
standards when it comes to the rights of 
women and minorities must also end. The 
ultimate goal should be to foster conditions 
where Muslims enjoy the spirit of free in- 
quiry and skepticism about faith that is 
taken for granted in advanced societies— 
an intellectual and moral climate where 
burning down an embassy over a cartoon 
is unthinkable. Only then will Islam, like 
Europe and Japan before it, finally put its 
imperialist demons to rest. 
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The war memories of China and Japan diverged sharply in 


the early ’80s, as domestic politics fueled nationalistic myth. 





JAPAN’S RELATIONS WITH CHINA: 
FACING A RISING POWER 
Edited by Lam Peng Er 
Routledge, 242 pages, $120 
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Reviewed by EMILY PARKER 


S RECENTLY AS a few years ago 
answers to the question of Sino- 

Japanese relations largely de- 
pended on whom you asked. After the 
anti-Japanese protests in China in 2005, 
a consensus grew clearer about the deep- 
ly problematic nature of this crucial rela- 
tionship. One recent contribution to this 
topic is Japan’s Relations with China: Fac- 
ing a Rising Power, a collection of essays 
that incorporates the insights of Chinese, 
Japanese and outside thinkers. The book’s 
audience will be somewhat self-selecting: 
It’s easier to imagine this tome sitting on 
the shelves of a university library than in 
the display racks of a mainstream book- 
store. 

The introduction of Japan’s Relations 
with China describes its central theme as 
that of a “rising China and a stagnating Ja- 
pan,” arguing that since the 1990s, this dy- 
namic has been a fundamental feature of 
the East Asian political economy. Point- 
ing to China’s rapid growth in contrast toa 
languishing Japan, the introduction states: 
“That China and Japan are trading places 
as the economic superpower in the region 
is not inconceivable given the feeble domes- 
tic attempts at reforming Japan’s political 
economy.” Taken into account, of course, is 
Japan’s nascent recovery. But regardless of 
how sustainable this recovery may be, Chi- 
na is nevertheless surging ahead. 


œv Ms. Parker is an assistant editorial features 
editor at The Wall Street Journal. 


Within this general framework, the 
collection of essays sweeps across vari- 
ous facets of the Sino-Japanese relation- 
ship, spanning across the ever-present 
history question, Japanese development 
aid and nongovernmental! organizations, 
and even includes a Malaysian perspec- 
tive. Some of the essays look at the role 
of other parties in Japan-mainland rela- 
tions, including Taiwan, Russia and the 
United States. 

Russia’s role in the Sino-Japanese dy- 
namic is closely examined from two dis- 
tinct perspectives. In his essay, “The 
shifting nature of Japan-China relations 
after the Cold War,” Keio University’s Ryo- 
sei Kokubun discusses how China, Japan 
and the U.S. were united against a Russian 
“enemy” until the collapse of the Soviet 
Union, after which the glue that held the 
three nations together dissolved. 

Princeton University’s Gilbert Rozman, 
in his essay, “Japan-China relations in the 
Russian shadow,” also looks at Russia, but 
concludes that it could still play a salient 
role in the region, even bringing it “togeth- 
er” by supplying energy and helping to dif- 
fuse the security threat from North Korea. 
The age of a Russian giant overshadowing 
the region has come to an end. Mr. Roz- 
man describes a weakened, and not entire- 
ly enthusiastic, Russia becoming the object 
of courtship of both China and Japan, both 
of which are likely to “turn increasingly to 
Russia to tilt the balance their way as well 
as to boost regionalism.” 

The U.S. and Taiwan also play a role in 
Sino-Japanese relations. Brad Glosserman, 
director of research for the Pacific Forum 
CSIs in Honolulu, looks at another fun- 
damental player in the region—the U.S.— 
describing a relationship between a U.S. 
superpower, its Japanese deputy and an 
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emerging China. In the context of the “ris- 
ing China, stagnating Japan” scenario, Mr. 
Glosserman argues against Cold War-era 
zero-sum games, concluding that coopera- 
tion is a must. “Japan and the U.S. account 
for about 40% of the global economy, and 
China’s entrance into the wTo and its rap- 
id development will give it a larger role in 
the regional economy. The U.S. and China 
are nuclear powers with permanent seats 
on the U.S. Security Council, a status that 
Japan is trying to claim for itself.” Aoya- 
ma Gakuin University’s Seiichiro Takagi 
zooms in on Taiwan, concluding that it has 
not had a major impact on the relationship 
between the two countries—namely be- 
cause of Japanese prudence. 

Of course, no book on the Sino-Japanese 
relationship would be complete without an 
examination of the ever thorny issue of 
World War II, the lack of shared histori- 
cal memory between the two countries, 
and Chinese indignation at the Japan’s 
“whitewashing” of its past misdeeds. He 
Yinan of Seton Hall University makes the 
argument that actually, for over 30 years 
after the war, historical interpretation was 
not a contentious political issue between 
the two countries. It came later: “When 
the domestic political contexts changed 
in the early 1980s, flagrantly nationalistic 
historical myths flourished and the gaps 
between the two countries’ war memo- 
ries widened, causing serious disputes 
over the issue of history.” The essay dis- 
tributes blame among both governments; 
mentioning Japan’s Yasukuni Shrine vis- 
its and Beijing’s patriotic education. “The 
Chinese side insisted on Japanese soul- 
searching as the solution to bilateral his- 
tory disputes but declined to reflect on 
its own distortion of historiography,” the 
piece argues. “Neither did the Japanese 
government feel obliged to incorporate 
results of such exchanges by authorizing 
new school textbooks.” 

For the more academically inclined— 
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who won’t be deterred by the use of end- 
notes and carefully hedged phrasing—this 
book does offer up some food for thought. 
However, the book’s self-described central 
theme of a “rising China” and a “stagnant 
Japan,” is a bit problematic. To be sure, Chi- 
na’s sizzling growth has been the talk of the 
town, while Japan’s mature economy has 
not. But this is not a new story, and a book 
with such a theme might have been more 
appropriate coming out in the 1990s, not in 
2006. For not only is Japan bouncing back 
after long years of stagnation, there have 
been real signs of a shift toward a more 
muscular foreign policy. Perhaps what 
many are really wondering is what Asia will 
look like with a rising China and an increas- 
ingly assertive Japan. 


NORTH KOREA UNDER KIM JONG IL: 
FROM CONSOLIDATION TO 
SYSTEMIC DISSONANCE 
by Sung Chull Kim 
State University of New York Press, 
277 pages, $75 





Reviewed by BERTIL LINTNER 


OLLOWING NORTH KOREA’S 
missile launches and the nuclear 
crisis, understanding the Pyong- 
yang regime has become a growth indus- 
try. Consequently, there is no shortage of 
books purporting to reveal the secrets and 
unravel the mysteries of what many per- 
ceive as the world’s most inscrutable na- 
tion, ranging from academic studies of 
Korean political history to more sensation- 
al accounts of the least known and most 
misunderstood of U.S. President George 
W. Bush’s “Axis of Evil” countries. 
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Mr. Kim has departed from orthodox Marxism-Leninism 


and seems prepared to accept that capitalism is “reviving.” 





But merely branding Kim Jong II’s re- 
gime as “evil” gets us nowhere, and few 
Western academics try to get beyond ste- 
reotypes and political patterns which may 
be totally alien to North Korea’s rather 
unique development. The country has 
grown from a Japanese colony, to a client 
state effectively established by erstwhile 
Soviet Union, and on to what it is today: a 
fiercely independent country that seems 
to listen to no one, not even its traditional 
allies. And why has the North Korean re- 
gime survived, and its economic and po- 
litical system remained basically the same, 
when other former communist regimes 
have collapsed, or transformed themselves 
into pseudo market economies? 

Sung Chull Kim, an associate professor 
of Northeast Asian studies at the Hiro- 
shima Peace Institute in Japan, examines 
the North Korean enigma in his most re- 
cent book, North Korea Under Kim Jong Il, 
and he argues that North Korea has indeed 
gone through a systemic change since the 
Dear Leader, Kim Jong L, rose to power in 
Pyongyang. Under his father, Kim Il Sung, 
North Korea was more of a traditional so- 
cialist state, built on the legacy of the guer- 
rilla war against the Japanese, while Kim 
Jong Il has departed from orthodox Marx- 
ism-Leninism and refined “socialism in 
our own style” in the context of a strong 
state. As Kim Jong II was consolidating 
power after the death of his father in 1994, 
he replaced the Communist Party with the 
armed forces as the most important organ 
of the state by proclaiming a policy called 
songun, or “the military first.” 

This shift was prompted in part by the 
collapse of Pyongyang’s former socialist 
allies, and hence the resolute determina- 
tion to prevent any similar, radical chang- 
es from taking place in North Korea. It was 


also prompted by the fact that North Ko- 
rea had to become self-sufficient in oil and 
other commodities, which it previously had 
received at “friendship prices” from the So- 
viet Union and China. North Korea, which 
has been a highly militarized society since 
the Korean War half a century ago, had to be 
disciplined and streamlined even further. 
The public panic generated by the death of 
Kim Il Sung in 1994 and the chronic short- 
age of food that followed the near-collapse 
of the North Korean economy in the same 
decade, convinced Kim Jong Il that he had 
to make sure the control mechanism of the 
state was even more absolute. 

At the same time, the economic crisis 
forced North Korea to introduce some cau- 
tious free market reforms, which it did in 
July 2002. The desire to develop the econ- 
omy is real and, in fact, Kim Jong Il’s views 
of capitalism differ quite significantly from 
those of Lenin, Sung Chull Kim argues. 
The founder of the Soviet Union inspired 
his disciples by arguing that imperialism 
was the highest form of capitalism, and 
hence would expand to an extent where it 
would collapse and inevitably give way to 
socialism. Kim Jong II, on the other hand, 
is prepared to accept that “capitalism, 
which was once close to collapse because 
of severe competition among capitalists, is 
reviving now owing to a shift toward more 
cooperative relations,” to quote the Dear 
Leader himself. 

Thus, Kim Jong Il, the author argues, 
has “attempted to understand the inces- 
sant growth of surrounding countries’ 
market economies in the 1980s, such as 
Japan’s and those of the Four Little Drag- 
ons in East Asia, including South Korea.” 
North Korea may not want to become capi- 
talist, but it is resigned to the fact that a 
world revolution is not imminent and, 
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therefore, it has to establish a working re- 
lationship with the capitalist world. 

But then how can its provocative pos- 
tures on its nuclear weapons program be 
explained? And its lone and aggressive 
stance towards the rest of the world? Sung 
Chull Kim gives two seemingly contradic- 
tory explanations to these phenomena. On 
one hand, in the face of U.S. sanctions and 
rhetoric about an “Axis of Evil,” North Ko- 
rea felt it had to search for means of sur- 
vival, including heavy military buildup 
and particularly a nuclear deterrent. The 
other interpretation “posits that North 
Korea’s provocative posture is attribut- 
able to the nation’s regime, characterized 
by Kim Jong II’s monolithic power,” the 
author says. According to this view, “the 
existing oppressive system has to act ag- 
gressively, employing external threats or 
confrontations as a centerpiece for inter- 
nal political integration.” 

Both interpretations have merits, Sung 
Chull Kim concludes, as a country’s be- 
havior pattern towards the outside world 
is “based on a combination of external and 
internal factors.” A country’s security pol- 
icy is not asimple response to stimuli from 
the outside, but the consequence of contin- 
uous interactions within the system and 
with its environment. 

Sung Chull Kim examines all those fac- 
tors in detail, and investigates changes in 
the “political subsystem,” as he calls the 
shifts in priorities and ideological emphasis 
that have occurred since the death of Kim Il 
Sung, as no fundamental economic restruc- 
turing has taken place in the past decade 
comparable to that of China and Vietnam. 
He also analyzes the personality of Kim 
Jong Il and what personal experiences 
may have shaped him into what he is to- 
day. He finds Mr. Kim to be evidently eager 
to learn more about the world around him, 
and notes how he has skillfully sidelined all 
potential competitors to his rule, includ- 
ing his uncle Kim Jong Ju—Kim Il Sung’s 
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younger brother—and his own half-brother, 
Kim Pyong Il. In the true Confucian tradi- 
tion, Kim Jong Il, the eldest son of his fa- 
ther, is the rightful heir to the throne. 

Despite clichés such as “the Hermit 
Kingdom” and “the world’s last Stalinist 
state,” North Korea is “opening up in its 
own way,” Sung Chull Kim argues. But will 
it succeed? North Korea’s nuclear gambit 
appears to have misfired and the country 
now seems more isolated than ever. North 
Korea’s risk-taking policies are hard to 
understand, but Sung Chull Kim in this 
well-researched study provides a more 
profound interpretation of North Korea’s 
seemingly puzzling behavior than can be 
found in writings by most other analysts. 

Many may find his academic style and 
sometimes complex analyses hard to di- 
gest, but North Korea under Kim Jong I! 
is well worth reading. The Dear Leader 
may appear bizarre but he is no lunatic. 
His regime is no doubt one of the cruelest 
in the world, but it is not about to collapse. 
Therefore, it has to be analyzed in order to 
be understood. And that is exactly what 
Sung Chull Kim does in this book. 


CONTENTIOUS JOURNALISM AND THE 
INTERNET: TOWARDS DEMOCRATIC 
DISCOURSE IN MALAYSIA 
AND SINGAPORE 
by Cherian George 
Institute of Policy Studies, 

288 pages, $27.50 
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Reviewed by GARRY RODAN 


HE NOTION THAT the Internet 
poses an inherent threat to au- 
thoritarian regimes has waned 
in influence since the mid-1990s, as the 
political impact of net activists in China 


and elsewhere has fallen well short of ear- 
ly expectations. Cherian George delivers 
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Contentious online political journalism is not so much a 


product of technology, but of organized social forces. 





another assault to that politically naive 
and technologically determinist propo- 
sition. Yet he does so through analysis of 
some of the more successful attempts in 
Singapore and Malaysia at harnessing the 
Internet to challenge institutions aligned 
with authoritarian regimes. 

Mr. George’s focus is the emergence of 
what he refers to as contentious journal- 
ism, and he demonstrates that this is not 
a product of technology but of organized 
social forces. He is not dismissive of the 
Internet’s political potential. However, his 
book is dedicated to looking at the ways 
in which the realization of the Internet’s 
democratic potential in Singapore and Ma- 
laysia has been at best variable, contingent 
and only partial. 

So what precisely is the “contentious 
journalism” of the title? According to Mr. 
George, contentious media is that which 
is used by journalists to “directly and ex- 
plicitly challenge the authority of elites in 
setting the national agenda and in forging 
consensus.” Importantly, he emphasizes, 
this has a long tradition that predates the 
Internet. Workers’ publications in indus- 
trialized countries in the 1920s and 1930s 
and antiwar newspapers in the 1960s are 
cited as earlier examples. The crucial ob- 
servation is that it shares qualities with 
social movements: “It operates from the 
fringes of the political system, uses tac- 
tics that place it on the edge of legitimacy, 
challenges the status quo, and takes ad- 
vantage of social solidarities within loose 
networks.” For Mr. George, the social net- 
works connected to and associated with 
any form of contentious journalism as- 
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sume special analytical importance. 

Mr. George’s book is built around case 
studies of four different expressions of 
contentious journalism. They diverge sig- 
nificantly in terms of their organization- 
al structures, resource bases and guiding 
journalistic principles. As a former jour- 
nalist for the government-controlled daily 
English-language newspaper, the Straits 
Times, Mr. George brings to the study an 
acute appreciation of what contentious 
journalism is attempting to provide an al- 
ternative to. 

The case studies begin with Sintercom, 
Singapore’s earliest Internet site for politi- 
cal postings and online discussion at the 
initiative of Singaporean Stanford Uni- 
versity doctoral student Tan Chong Kee. 
The idea was to create a space for expres- 
sion free from the pressures of state and 
market. Sintercom’s most contentious ac- 
tivity involved the “NoT the Straits Times 
Forum,” which published letters rejected 
or substantially modified by that newspa- 
per. Generally, its content was politically 
moderate, enough so to be incorporated 
into Singapore Infomap, the Information 
Ministry’s Web window to Singapore. 

Nevertheless in 2004, the Singapore 
Broadcasting Authority demanded that 
Sintercom register as a political organiza- 
tion under its class licensing system and be 
regulated accordingly. Rather than accept 
the pressure of self-censorship attendant 
to registration, Sintercom’s editors closed 
the site. Another site, New Sintercom was 
subsequently launched by other Singapor- 
ean activists on the U.S.-based Geocities 
Web-site hosting service. Thus, Singa- 
pore-based contributors could still func- 
tion—as long as the government chose not 
to block access to the site altogether. As 
Mr. George points out, however, Sinter- 


com’s shallow links with other organiza- 
tions limit its inclination and capacity for 
domestic political mobilization. The infer- 
ence seems to be that the strength of its 
journalistic challenge to mainstream me- 
dia is affected by this. 

Mr. George’s next Singapore case study 
is the Think Centre. While this Web site 
also eschews the market principle and 
depends on volunteers, it involves much 
more integration with traditional politi- 
cal activities of public meetings and po- 
litical mobilization. Think Centre has no 
pretensions to practicing disinterested or 
objective journalism. Instead, it explicit- 
ly exists to counteract mainstream media 
which either ignore or misrepresent op- 
position politics and generally stymie the 
imagination of political alternatives. 

Under its founder, James Gomez, Think 
Centre pioneered bold online exposures 
of the partisan political nature of the au- 
thorities, including publicizing correspon- 
dence over permits for public meetings. 
Photographs of suspected Internal Secu- 
rity Department officers conducting sur- 
veillance on public meetings were also 
uploaded. Such was the perceived threat 
the ruling party saw in this model of jour- 
nalism that it amended the Parliamentary 
Elections Act to ban Web sites not belong- 
ing to a political party from campaigning 
during elections. 

When the Think Centre was also direct- 
ed by the Singapore Broadcasting Author- 
ity to register, it chose instead to abandon 
its open forum. After all, this particular 
online forum was just one element in its 
strategy of engagement and its use of the 
Internet. Mr. George portrays this form 
of journalism as one that conforms more 
closely in principle to traditional forms 
of contentious journalism, and clearly he 
sees advantages deriving from that. 

The first of Mr. George’s two Malaysian 
case studies examines Harakah (Move- 
ment), the popular and profitable bilin- 
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gual (Malay and English) newspaper of 
the Islamic political party, Parti Islam Se- 
Malaysia (PAS). Sales escalated during the 
political turmoil that followed the impris- 
onment of former Deputy Prime Minister 
Anwar Ibrahim in 1998 and the emergence 
of the reformasi movement. The online 
edition was created in 2000 following au- 
thorities’ restriction of Harakah to just 
two editions per month. 

In stark contrast with the two Singa- 
pore examples of contentious journalism, 
Harakah was embedded within a vast net- 
work of party membership and affiliated 
organizations. It was also able to position 
itself as a mouthpiece for a broader move- 
ment for democratic reform that was ab- 
sent in Singapore. 

This case study powerfully illustrates 
Mr. George’s central theoretical point 
that social networks of variable nature 
and strength influence the impact of the 
Internet’s use. It also draws attention to 
tensions in the Harakah model between 
political partisanship and critical report- 
ing—illustrated in the reporting on the 
Terengganu state government legislation 
on hudud, the most serious category of 
crimes under Islamic law. Sexual offenc- 
es under the bill were especially contro- 
versial, not least the requirement that it 
would be a crime for a woman to allege 
rape without evidence. Serious differenc- 
es over hudud were communicated to the 
president of pas by the Democratic Action 
Party, a hitherto key opposition ally. Yet 
Harakah played down these differences, 
thereby failing to inform its readers of the 
nature and depth of reactions against the 
bill amongst opposition parties and non- 
governmental organizations. 

The final case study involves another 
online newspaper, Malaysiakini (Malaysia 
Now), but one which places a premium on 
editorial independence and reporting accu- 
racy, according to its editor Steven Gan. Mr. 
George observes that, “Mr. Gan and his staff 
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have tried to negotiate a middle ground that 
is neither politically engaged to the point 
of being obviously biased, nor detached to 
the point of being apathetic.” Exploiting the 
government’s guarantee of no Internet cen- 
sorship, an undertaking meant to secure in- 
ternational investment in the Multimedia 
Super Corridor, Malaysiakini’s critical re- 
porting has certainly irritated government 
leaders. Official harassment included a 
2003 raid on its offices and the confisca- 
tion of 19 computers. This followed cov- 
erage of a call to dismantle special ethnic 
Malay privileges. However, this raid pre- 
cipitated widespread protests by human- 
rights organizations, environmentalists 
and others, underlining the breadth of the 
reformist social networks that supported 
Malaysiakini. Many of these organizations 
belong to Charter 2000, an alliance advo- 
cating media reform. 

Mr. George argues that, paradoxically, 
Malaysiakini’s greatest challenge is not 
how to survive political pressures and cri- 
ses—both of which have fuelled public in- 
terest in its work—but “how to endure the 
truce,” and maintain relevance even in the 
absence of political crisis. People are less 
inclined to pay for news when there is no 
political crisis. 

Thanks to the dynamics of Malaysian 
politics though, crises of one sort or anoth- 
er continue to present opportunities, some 
of which Mr. George could hardly have an- 
ticipated when he wrote the book. During 
2006, the sustained spat between former 
Prime Minister Mahathir Mohamad and 
current Prime Minister Abdullah Ah- 
mad Badawi created an ironic twist. Mr. 
Mahathir and his allies complained that 
mainstream media bias prevented them 
from expressing their views. Previously 
an ardent foe of Malaysiakini, Mr. Maha- 
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thir gave it an exclusive interview in an 
attempt to disseminate his views. 

Reflecting on his case studies, Mr. George 
contends that publishers and journalists are 
presented with three choices: whether to 
choose journalistic principles over commit- 
ment to a party or cause; whether to draw 
capital from the market, institutional spon- 
sors or internal resources; and whether to 
define organizational culture through in- 
ternal democracy or independence of the 
editors from owners. He also argues in fa- 
vor of a diverse media system, “with dif- 
ferent sectors serving different democratic 
functions.” However, to pose these differ- 
ent models as “choices” plays down one of 
the important implications of his book: Dif- 
ferent forms of journalism are associated 
with different interests. 

Mr. George demonstrates convincingly 
that independent organizations are para- 
mount to mounting effective challenges 
to the authority of elites to set the national 
agenda. However, he doesn’t pay close at- 
tention to the actual nature of the interests 
comprising different social networks, nor 
the dynamics which might be helpful for 
generating coalitions within and across 
networks. Yet if democratic possibilities 
are important to understand, as the book’s 
subtitle implies, then the vital question is 
what social networks have an interest—ide- 
ological or material—in challenging elites 
and why? 

While Mr. George doesn’t pose or in- 
vestigate this question in relation to con- 
tentious journalism, he has nevertheless 
produced an insightful analysis of the re- 
lationship between the Internet, journal- 
ism and political engagement. Certainly 
this is one of the most sophisticated the- 
oretical accounts yet of this complicated 
threesome. Li 
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SLOWLY UP THE MEKONG 
by Colum Murphy 


ARLY ON A foggy, cold morning in 
late December, we embark from 

the old royal city of Luang Prabang 
in central Laos. Our destination is Houeisay, 
a small town on the border with Thailand, 
some 250 kilometers to the northwest. 

No roads link the two towns. All flights 
are fully booked with peak-season tourists, 
of which more than one million visited the 
landlocked country in 2006. My travel com- 
panion and I opt to make the trip by river 
barge up the Mekong River. In all, the voy- 
age will take almost two days to complete, 
with an overnight stop at the midpoint vil- 
lage of Pakbeng. 

On board are 13 other tourists, a cosmo- 
politan mix of well-to-do folk—at $340 for 
the two-day ride, they would need to be. 
The river is remarkably narrow at points, 
and the captain ably moves the river barge 
from one side to the other as he navigates 
his way through what seems to be an obsta- 
cle course of hidden rocks. For most of the 
trip the river banks are deserted; the oc- 
casional village is high on a hill, away from 
the high water levels of the rainy season. 

Some 60 million people make their live- 
lihood along the Mekong River, experts say. 
But at least along this stretch, many seem 
to be in hiding. From time to time we can 
see scattered groups of people panning the 
river for gold, or small fishing boats, the oc- 
cupants of which seem displeased that our 
river barge with its noisy engine is dimin- 
ishing their chances to catch some fish. Our 
guide points out small plots of peanuts. 
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Yet the serenity of the Mekong river- 
bank belies major transformations taking 
place behind the scenes. Laos is among the 
poorest countries in Asia, and has the du- 
bious pleasure of qualifying for the club of 
the world’s “Least Developed Countries”—a 
status the country hopes to shed by 2020. 
According to data from the Asian Develop- 
ment Bank, per capita domestic product is 
$490. The country is home to 5.6 million 
people, with nearly half the population be- 
low the age of 15. Laos is heavily dependent 
on external financing. The ADB estimates 
the country’s public and publicly guaran- 
teed external debt to be $2.1 billion dollars, 
or roughly 83% of Gpp in 2004, much of it 
from multilateral lenders. 

Japan is a key benefactor, consistently 
ranking first among all donors (multilater- 
al organizations included), accounting for 
more than 30% of the total aid given to Laos. 
According to Japan’s Ministry of Foreign 
Affairs, so far in fiscal 2006 (which ends 
March 31, 2007), Tokyo has given close to 
$41 million to Laos in grants—a quarter of 
its total grant aid to the East Asia region. 

In order to wean itself off these hand- 
outs and service its debts, the Lao govern- 
ment needs to find ways to earn foreign 
exchange. Many of its plans involve tap- 
ping the potential of the Mekong and its 
tributaries, especially the building of hy- 
droelectric plants. Much of the power is 
exported to neighboring countries, partic- 
ularly Thailand; Bangkok has been facing 
increasing citizen opposition to dam-build- 
ing within its borders ever since the public 
outcry in Thailand over the Pak Mun Dam, 
completed in 1994. 

According to the Lao National Commit- 
tee for Energy, the country currently has 


nine hydropower projects, with a total in- 
stalled capacity of 742 Mw. This represents 
less than 2% of the country’s total hydro- 
power potential. Plans call for building 
more than 60 plants of varying sizes. Just 
counting plants due to come online before 
2013, Laos is expected to see a more than 
five-fold increase in its hydropower. One of 
the biggest and most contentious projects 
is the 1,088 Mw Nam Theun 2 hydropower 
plant, due to be finished in 2009. 

Aviva Imhof, campaign director with 
California-based International Rivers Net- 
work (IRN), doubts that money from the hy- 
dropower plants will ever reach the poor: 
“The system is not set up so that the people 
who are affected by 
the dams are bene- 
fiting.” She dismiss- 
es as “ridiculous” 
claims by Mekong 
River Commission 
officials that dams’ 
impact on the flow 
pattern of the riv- 
er could actually 
be beneficial. “The 
whole ecology of 
the region is affect- 
ed by change in flows of the river,” she says. 
If this happens, fishing and riverside farm- 
ing could be severely impacted. 

For its part, the MRC holds up the Nam 
Theun 2 project as an excellent example of 
an integrated approach to dam building, 
one that goes beyond mere engineering to 
include social and ecological components 
to ensure that the local population also ben- 
efits from development. “If all the projects 
go the way Nam Theun 2 did, then there 
should be no problem,” explains Oliver 
Cogels, MRC’s chief executive officer, who 
describes hydropower as representing a 
“fantastic opportunity” for the people of 
Laos. And former Australian diplomat, his- 
torian and academic Milton Osborne, who 
has conducted extensive research on the 





If the Lao government’s ambitious plans for the Mekong come to fruition, 
riverside villages such as Pakbeng (above) could undergo massive change. 
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problems facing the Mekong, says he also 
supports the project: “Given the Laos’ des- 
perate need to do something about ending 
poverty, I believe that building Nam Theun 
2 is something they should do,” he says, pro- 
vided it is built with “every safeguard.” 

Yet even if this high-profile project is 
built in adherence to the high standards 
agreed on by all parties, there is consider- 
able concern that these standards will not 
be imposed on future dams. Moreover, the 
health of the Mekong, its ecological system 
and the livelihoods of the people along the 
river are not fully under the control of the 
Vientiane government. Upstream, China 
has built a series of dams in the past decade, 
and the negative af- 
fects of these could 
be felt by down- 
stream nations in 
years to come. 

And the threat 
to the Mekong 
does not stop with 
hydroelectric pow- 
er. IRN’s Ms. Imhof 
says that China has 
undertaken exten- 
sive blasting of the 
Mekong river bed in order to improve nav- 
igability, destroying more than 20 rapids 
and shoals in the process. Should such 
work continue and extend within Laos 
as some analysts suggest it may, then the 
Mekong’s fish stocks would suffer yet an- 
other blow. 

Given the difficult trade-off between 
development and preserving the Mekong’s 
ecosystem, it’s hard to blame the govern- 
ment for exploiting every opportunity to 
bring money into the country. The serenity 
and traditional way of life along the river 
may be picturesque for visitors, but it’s tell- 
ing that, by the end of the trip, the tour- 
ists on the barge are all eager to get back 
to comparatively developed Thailand by 
nightfall to ring in 2007. 1 | 
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Hainan Fricken’ Nice 


TT IS JUST back from Sanya, a resort town 
on Hainan Island where a group of main- 
land editorial writers was holding a week- 
end getaway. The nice hotels are outside 
of town, which is still obviously very poor. 
We observed that the local Hui Muslim 
women seem to have adopted the hijab, 
which was rarely seen on Chinese until a 
few years ago. Russian tourists are every- 
where, as well as Russian prostitutes. And 
Hainan is a paradise for wacky English. 
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French Drive Japanese Mad 


THE BBC REPORTED last month about the 
so-called “Paris Syndrome,” in which Jap- 
anese who arrive in France expecting a ro- 
mantic dream are disillusioned by surly taxi 
drivers and haughty waiters, and so suffer a 
mental breakdown. The affliction generally 
hits women in their 30s who are making 
their first trip abroad. Someone once told 
us that the way to understand Japanese is 
that the men are German and the women 
are French, but it should be added that they 
are French only in a highly idealized way. 
Earlier this year, Reuters quoted one Japa- 
nese woman as saying, “For us, Paris is a 
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dream city. All the French are beautiful and 
elegant ... And then, when they arrive, the 
Japanese find the French character is the 
complete opposite of their own.” 


Fast-Fingered Freshmen 


APPLE DAILY TAIWAN tells us about a new 
college sport that is all the range in Chi- 
na’s renegade province—one-handed bra 
opening. Zhongxing University students 
staged a race to open 15 brassieres worn by 
masked fellow students. Sadly for Tai- 
wan’s would-be Lotharios, it turns out 
the women were much faster, no doubt 
due to “home field advantage.” Cham- 
pion Li Cuifang clocked in at 21 seconds, 
and she didn’t seem to think it was such 
a big deal: “This is my first time open- 
ing underwear one-handed, I didn’t 
think it would be so quick!” Among 
the men, the nimblest lingerie libera- 
tor was Zhang Tingjia, who stripped 
his classmates in 38 seconds. Practice, 
gentlemen, practice. 


No Room at the Inn 


FINDING A HOTEL room in Luang Pra- 
bang over the busy Christmas period was 
not easy. In a last minute attempt to find a 
bed in the royal old Lao town, TT shot off 
around 15 emails to hoteliers via Blackber- 
ry—complete with the ubiquitous tagline: 

“Sent from my BlackBerry Wireless Hand- 
held.” A day later, we got a solemn yet polite 
reply from a staffer at the Sayo Guesthouse 
that began: “Dear Mr. Handheld. Iam very 
sorry to inform you that I don’t have rooms 
available for these dates.” 


Contributions to Travellers’ Tales can be emailed 
to tales@feer.com. Read more Travellers’ Tales 
online at www.feer.com/tales. 


January/February 2007 





NAAR WAAL STRENA INR SS. 
oe 


Uian ESO Sees 


Nuts. 
` i A GAS, S NS a SNS 
`» el 
Sere hana 
Vik \ . ` b Ta : uni ETOS 
5 





Buy this for breakfast 





Explore this for the rest of the day 


ENJOY 30 FREE TRIAL ISSUES OF THE WALL STREET JOURNAL ASIA 


ASIA’S LEADING BUSINESS JOURNAL IS NOW AVAILABLE IN PRINT AND ONLINE FOR ONE SUBSCRIPTION. 


Knowledge is vital. But knowledge is nothing without understanding. 
That's why for over 30 years Asia's most successful business leaders have started their day with The Wall Street Journal Asia. 


To receive the Journal Asia on your doorstep first thing every morning and 
on your desktop every minute of the day, visit www.wsj—asia.com/feer or call +852 2831 2555 


That’s understanding. That’s The Wall Street Journal Asia. 


THE WALL STREET JOURNAL 


— Lata 


PRINT © ONLINE 











Global Business News for Asia 










































































REVIEW PUBLISHING CO 














MPANY LI 
















































































Bes ae 


























FAR EASTERN |i 
ECONOMIC 





MARCH 2007 VOL. 170 NO. 2 US$15. 


Can Asia Averta 
Globalization Crisis? 


Valérie Engammare and Jean-Pierre Lehmann PAGE 7 





wr K 4 As F g’ - 
; f te ‘ 7 k Pj EH 
" F E iv j MG Á f 
| i iT f 
i E 


Now or Never for an Asian Free Trade Agreement 
C. Fred Bergsten PAGE 11 


The Enduring Appeal of Special Zones India Must Breed More Policy Wonks 
Jonathan Adams PAGE 13 Mukul G. Asher PAGE 30 


Behind Hong Kong’s Safe-Bet Election China’s Gloomy Governance Reform 


Stephen Vines PAGE 16 David Bandurski PAGE 34 O 
Oo ————— $$ 
Thailand’s Cracked Path to Democracy China’s New Innovation Mantra == 
Colum Murphy and Sinfah Sarawuth PAGE 20 Jonathan Bell PAGE 37 
a 
Taking a Stand for China’s Uighurs The World According to cctv. SSS 
Paulette Chu Miniter PAGE 27 Stephen Green PAGE 41 n 


Asian Banking Gains: A REVIEW Focus on Banking 


Sherman, Neale, Lannes, Stratton, Turner, Su and Carew PAGE 46 









E 
OBJECTIY 
c FFICIENCIES 


-Aa 


Ą® The fact is, the vast majority of countries rely on 
he few energy-producing nations that won the 
geological lottery, blessing them with abundant 
hydrocarbons. And yet, even regions with plenty 
of raw resources import some form of energy. 
Saudi Arabia, for example, the world's largest 


oil exporter, imports refined petroleum products 
like gasoline. 
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from the E D I T O R 








VER THE PAST month, I spent an early lunar new year break 
in Bombay and Shanghai. In light of the fear these two mer- 
cantile capitals inspire in the developed world, it was striking 
that in both cities the societal tension created by rapid growth was the 
hot topic of discussion. In India, increases in the price of food staples 
are squeezing the poor. And in China, the growing disparity between 
rich and poor is creating unease. 

The result has been much the same as in Western countries facing 
gloablization’s dislocations: calls for government to do more to help 
the disadvantaged. In India, the state is under pressure to help farmers 
and boost investment in agriculture. Beijing is responding with rhetoric 
about creating a “harmonious society.” 

The irony is that the incomes of the poor have been rising at a much 
faster clip than before government scaled back their interference and 
opened their economies to trade. And most of the dislocations that have 
emerged to plague the poor can still be traced back to the state. 

In India, food prices are rising because the buying power of the poor 
is growing, yet agriculture remains inefficient and saddled with excess 
labor. And that’s because shortsighted policies discourage agribusiness 
and outdated labor laws keep the manufacturing sector from drawing 
in workers from the farms. Beijing’s stranglehold on the financial sector 
starves the private sector of the credit needed to fuel entrepreneurial 
a dreams, meaning that most of the success stories are those who traded 

on connections with politicians. 

In this issue, Valerie Engammare and Jean-Pierre Lehmann argue 
that Asia is the linchpin of the globalization debate. Without the region’s 
leadership, the multilateral trading system is in danger of devolving 
into a spaghetti bow] of bilateral pacts that add little if anything to the 
wealth of nations. And the best way for Asia to build momentum is to 
start practicing free trade intraregionally. 

But one might also point out that leadership has to begin at an even 
more basic level. If the political elite of China and India, feted as the 
“Chindia” juggernaut, cannot explain to their own citizens why the free 
market is in the best interests of all, it is difficult to see how the world’s 
diplomats will get a mandate to revive the Doha Round. 

The answer may lie in the very same populations which the politi- 
cians believe won’t accept the truth that globalization is bettering their 

b; lives. Rising expectations of steady improvements in living standards 
may yet force the politicians to lead. One can only hope. 
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Shame on Canada’s Censors 


RONALD DEIBERT’S OTHERWISE excel- 
lent article “The Geopolitics of Asian Cy- 
berspace” (December 2006) suffers from 
what should be an embarrassing omission. 
To avoid the charge of a double standard 
—especially when criticizing developing 
countries—it was incumbent on the au- 
thor to own up to the fact that Canada 
also engages in selective censorship. Its 
censorship laws are shrouded in euphe- 
mistic language which can be expanded 
to ensnare practically anyone whose views 
are targeted. They are enforced by a newly 
created quasijudicial tribunal not subject 
to the normal rules of evidence which pro- 
tect the accused from prejudicial proceed- 
ings in the regular courts. 
John Mortl 
London 


A Welcome Dose of Moderation 


I WOULD LIKE to commend Hugh White 
for his contribution (“Great Power Gam- 
bits to Secure Asia’s Peace,” January/Feb- 
ruary 2007). It is indeed very rare these 
days to hear a voice of moderation when 
discussing options for a U.S. role in Asia. 
The term used by Mr. White, namely 
“equal partners,” to remedy bumpy rela- 
tions between China and the U.S., is key 
for a peaceful relationship between the 
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the right to edit letters for length and clarity. 
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two nations. China has made major strides 
in becoming a responsible power, includ- 
ing contributing forces to United Nations’ 
operations around the world, providing 
aid to Thailand in the Asian financial cri- 
sis, and distributing development funds to 
African countries. 

Mr. White is also right in downplaying 
the importance of U.S. hard power and its 
ability to shape events in Asia. If there are 
any lessons to be drawn from the Vietnam 
and Iraq wars, it is the limits imposed on 
military power. We can only hope that rea- 
sonable elements in the U.S. foreign-poli- 
cy-making establishment will hear voices 
such as Mr. White’s. 

Richard Desjardins 
Oakville, Ontario 


A Thai Blend of God and Money 


I READ YOUR article (“The Incompe- 
tent Bank of Thailand,” January/Feb- 
ruary 2007) with candid reservation. 
Apparently, the about-turn of the drastic 
measure on currency has tarnished the 
image of the Bank of Thailand, however, 
the management concerned acted purely 
in good faith and certitude. It only exem- 
plifies the first step towards “sufficiency 
economy,” albeit too hastily. 

The highly revered Thai king is a de- 
vout Buddhist. Buddhism preaches equa- 
nimity and self-fulfillment. Worldly wealth 
is not something pious Buddhists would 
crave. Nonetheless, a sufficiency economy 
implies self-containment which may not be 
sustainable. Whether mixing religion with 
economics is a good thing or not for the 
general population remains to be seen. 

Venze Chern 
Bangkok 
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Can Asia Avert a 
Globalization Crisis? 


by Valérie Engammare and Jean-Pierre Lehmann 


LRMWO Ow 


HE OCCASIONAL rhetorical 
flourish by political leaders 
notwithstanding, the poli- 
cy agenda for global trade is 
paralyzed. This endangers 
everyone, but especially Asians. Asia’s out- 
standing growth is to a very considerable 
extent driven by trade; indeed, a key feature 
of the early 21st century is the degree to 
which many Asian economies have become 
truly globalized. Asia has a lot to lose from 
a reversal or retardation of open policies, 
globally, regionally and domestically. 

As part of a growing backlash against 
globalization, protectionism, driven by a 
widespread fear of competition and job 
losses, is flourishing in many places and in 
many forms. Policies concerning trade, in- 
vestment, and labor mobility, the key fac- 
tors of economic integration, are 
increasingly conceived as defensive mecha- 
nisms rather than instruments creating op- 
portunities. There is a deepening chasm 
between global economic imperatives and 
domestic political constraints. 

At the regional level as well it seems in- 
creasingly difficult to progress, as high- 
lighted by the obstacles met by the 





liberalization of services in the European 
Union, the moribund state of the Free Trade 
Area of the Americas, or indeed in Asia 
where the concept of an Asian economic 
community, as demonstrated in the Second 
East Asian Summit held in January in Cebu, 
Philippines, is still little more than an em- 
bryo. Instead of common vision, ambitions 
and political will towards greater integra- 
tion of markets and communities—and to- 
wards greater global prosperity—there are 
today many symptoms of a “globalization 
crisis.” 

Crisis may sound like an excessively 
alarmist term when looking at the current 
situation. World trade grew by 9% in real 
terms in 2004, and by 6% in 2005, or twice 
as much as global output growth. The val- 
ue of world trade in 2005 exceeded $10 
trillion. Outward stock of foreign direct 
investment was over $10 trillion in 2005 


œw» Ms. Engammare is regional manager for 
Southeast Asia at the Swiss Organization for 
Facilitating Investments and an associate fel- 
low of the Evian Group at IMD business school. 
Mr. Lehmann is professor of international politi- 
cal economy and founding director of the Evian 
Group at IMD. 
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as well. In 2005, there were more than 190 
million migrants worldwide, about 15 mil- 
lion more than in 2000. The wTo, even 
though the current round of negotiations 
is stalled, still attracts new members, such 
as Vietnam and Saudi Arabia most recent- 
ly, and probably Russia and Ukraine very 
soon. 

In addition, opposition to globalization 
is not particularly new, so why do we refer 
to acrisis? What we are seeing today is a 
new kind of anti-globabalization that is in- 
creasingly driven by governments and di- 
verse political groups in addition to NGOs. 
In particular, there is a loss of support in 
favor of globalization from those who ini- 
tially embraced it and created the frame- 
work after World War II, notably in the 
U.S. across bipartisan lines. Market-led in- 
tegration can only be self-generated up to 
a point: Collective political will is needed 
to address difficult issues such as agricul- 
tural liberalization, migration, energy 
supply, or environmental issues. 

On these issues, unilateral policies are 
often too inward-looking and bilateral mea- 
sures insufficient to tackle the challenges. 
A failure to work on multilateral solutions 
today will have long-term effects. This is 
likely to foster mercantilist and protection- 
ist attitudes, undermining trust between 
members of the global community. Protec- 
tionism is likely to cause considerable hav- 
oc, considering that goals such as global 
security and global prosperity are unlikely 
to be achieved in the absence of collective 
vision and action. 

What are the implications and policy 
options for Asia? If the North Atlantic 
(North America and Western Europe, 
joined by Japan) was the great driver and 
beneficiary of open trade in the course of 
the first few decades following World War 
II, since the early 1990s the engines of 
global trade have rapidly moved to the 
Western Pacific and Indian oceans. The 
benefits accruing to Asia include enor- 
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mous poverty reduction and the rise of a 
middle class, with China, India and Korea 
standing out as major global economic 
players, Malaysia and Singapore as key re- 
gional and global economic hubs, and oth- 
er countries such as Pakistan and Vietnam 
joining the ranks of the Asian tigers. While 
domestic and regional policies played an 
important role in these results, they could 
not have been achieved without fruitful 
economic ties with the rest of the world. 

However, Asia’s success has also made 
the continent a target of protectionism, es- 
pecially, but not exclusively, in the U.S. and 
the £U; there have also been growing anti- 
Chinese trade attitudes and policies in Af- 
rica and Latin America. External problems 
are reflected in problems within the region; 
indeed Asia faces a quite daunting integra- 
tion challenge, which requires building 
trust, long-term vision, leadership and gen- 
uine commitments. None of these current- 
ly have a conspicuous presence. 

The present situation is the result of 
many elements. Whereas global economic 
integration has contributed to prosperity in 
different parts of the world, it is no bonan- 
za, and significant imbalances remain. The 
world trading system in particular may 
have suffered from excessive optimism 
(fostered notably by multilateral financial 
institutions) and hence very high expecta- 
tions of what it could achieve. In reality, 
trade liberalization can enhance economic 
growth and thus contribute to a country’s 
development; however, its concrete impact 
will very much depend on domestic policies 
and reforms. Unmet expectations foster 
temptations to blame the system. 

And the system is indeed far from per- 
fect. Institutions, notably the wTo, have 
failed to follow the impressive develop- 
ments of markets, leading to a growing gap 
between exponential developments in mar- 
kets and technologies and lineal progres- 
sion in institutions and mindsets. In the 
interim, the multilateral trading system has 
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become a highly politicized process, often 
detached from economic efficiency con- 
cerns. For instance, industrialized 
countries’ companies are aware that their 
future markets are in emerging economies, 
yet the emergence of these countries (Chi- 
na in particular) is still widely perceived in 
the public debate as a threat rather than as 
an opportunity. 

Thus, it is not only a systemic crisis, but 
also a crisis of mindsets. Economic rela- 
tions are increasingly characterized by 
mercantilism; countries are prone to take 
and reluctant to give, and when the situa- 
tion gets difficult, the easiest populist op- 
tion available is chosen. With the wrto 
multilateral negotiations paralyzed, gov- 
ernments worldwide now devote their best 
efforts to conclude bilateral trade agree- 
ments, even though these agreements have 
proved unable to tackle critical issues (no- 
tably agricultural liberalization) and rarely 
deliver any meaningful business results. 


Asia Must Act 


ACCORDING TO THE Economist Intelligence 
Unit Foresight 2020 Report, between 2005 
and 2020 Asia’s share in the global econo- 
my is expected to rise to 43% from 35%. 
Already deeply integrated in the global 
economy and benefiting from this integra- 
tion, there are many things that Asian 
countries can do collectively and individu- 
ally to support global economic integra- 
tion, and thereby improve the functioning 
of the multilateral trading system. 

In the first place, practices must be im- 
proved and institutions must be strength- 
ened at both the national and the regional 
level. At the domestic level, these include 
areas such as the rule of law, competition 
policies, administration, transparency, 


If Asia practices free trade regionally, it will be 
much better placed to preach free trade globally. 






trade infrastructure, capital markets, for- 
eign exchange regimes, environmental leg- 
islation, energy policies, etc. Improved 
practices and stronger institutions can en- 
sure that growth is more sustainable and 
facilitate cooperation, preventing counter- 
productive competition between the differ- 
ent economies over export markets, energy, 
etc. Attempts to set up an Association 
of Southeast Asian Nations charter in 2007 
introducing sanction mechanisms and re- 
forming to some extent the consensus rule 
represent a big challenge, and it remains to 
be seen if they bear fruit. 

Stronger regional institutions could 
provide a sound framework for overcom- 
ing potential tensions, but at present these 
institutions practically do not exist. A 
stronger economic framework that could 
provide a genuine vision and agenda for 
the future of Asia and its relations with the 
rest of the world would undoubtedly ben- 
efit the region. But so far, Asia’s integra- 
tion with the global economy has been 
mostly the result of unilateral policies 
opening domestic markets and boosting 
competitiveness, combined with liberal- 
ization at the global level. 

The results of the attempts of Asean (the 
only formal regional grouping in Asia so 
far) to institutionalize regional relations 
have been quite disappointing. The share of 
intraregional trade within Asean has only 
increased marginally over the last decades. 
In 2004, less than 10% of all intra-Asean 
trade was under the Asean Free Trade Ar- 
ea’s common effective preferential tariff 
scheme. Similar comments can be made 
about APEC. Its highly diluted agenda goes 
well beyond economic concerns, thereby 
losing focus and momentum, becoming 
impossible to implement. This was once 
again vividly illustrated in the APEC summit 
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in Hanoi in November 2006. 

The idea of a regionwide free trade 
agreement regularly comes back, at APEC 
summits or in the context of the recently 
created East Asian Summit, but only in 
quite abstract terms. It is obvious that the 
negotiations of an ambitious regional agree- 
ment would face the same challenges as 
WTO negotiations, given the number of 
countries potentially involved, and the re- 
luctance of some of them towards such an 
agreement. 

However, efforts should concentrate 
on creating a regional framework paving 
the way for future regional cooperation 
rather than regional forums giving pre- 
texts to further bilateral cooperation. The 
East Asian Summit initiative, launched in 
Malaysia in 2005, failed in particular to 
provide a vision for the future of regional 
cooperation. 

Without effective institutions, it will 
be difficult to reach regional cohesion, 
making it in turn more difficult to achieve 
Asian leadership at the global level. This 
is in part due to the legacy of failed Japa- 
nese leadership. As the leading Asian eco- 
nomic power, Japan did not play a role in 
Asia comparable to that played by Germa- 
ny in Europe as the biggest market and 
most powerful locomotive. Thus Asia does 
not have a role commensurate to its eco- 
nomic importance in international forums 
or organizations. 

At the wrTo, Asian interests are very 
fragmented: Whereas India and China are 
both members of the G-20—an alliance of 
developing countries established at the 
WTO ministerial meeting in Cancún, Mex- 
ico, in September 2003 to counter the per- 
ceived excessive influence of the 
industrialized countries—their interests 
differ on a number of issues. Even Asean 
countries have defended different posi- 
tions in the Doha Round negotiations. 
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Stronger regional institutions where 
multilateral issues are addressed and com- 
mon positions discussed could greatly re- 
inforce the role that Asia is playing at the 
global level, while benefiting the multilat- 
eral policy process. Whereas this would in 
particular apply to trade policy, it would 
also be useful on other issues, such as en- 
ergy, environment and security. 

In other words, if the Asian economies 
can practice free trade regionally, they 
will be in a much stronger position to 
preach free trade globally. Genuine com- 
mitments to multilateralism, as well as co- 
herent and constructive attitudes and 
actions would contribute to trust-building 
at the multilateral level, which could in 
turn calm down fears of emerging markets 
in industrialized countries. 


HERE IS CLEARLY a crisis of glob- 
al economic multilateralism. The 
dynamics of Asian growth pro- 
vide, without any doubt, the greatest eco- 
nomic opportunity now and in the 
foreseeable future for Asians, but also for 
citizens worldwide. These shifts in the 
economic centers of gravity, however, are 
bound, as they always have in the past, to 
cause serious dislocations. These in turn, 
have often resulted in outright conflicts 
and tragedies. The best guarantor for en- 
suring that the transition occurs in a rea- 
sonably robust and smooth manner is not 
just the maintenance, but indeed the 
strengthening of the multilateral econom- 
ic system. This is definitely not what is 
happening at present. With Asia being the 
most dynamic economic region of the 
world, greater leadership on the part of 
Asian economic policy makers, captains of 
industry, and opinion leaders in promoting 
globalization on the basis of the multilat- 
eral rules-based system is not only wel- 
come, but indeed essential. = 
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Now or Never 
For an Asian FTA 


by C. Fred Bergsten 


OQ OO 


T THEIRANNUAL Summit in 
Vietnam last November, 
the leaders of the 21 mem- 
bers of the Asia Pacific Eco- 
nomic Cooperation forum 
launched a process that could ultimately 
produce the largest single act of trade lib- 
eralization in history. They agreed to “seri- 
ously consider” negotiating a Free Trade 
Area of the Asia Pacific (fTAAP) and in- 
structed their officials to “undertake fur- 
ther studies on ways and means to promote” 
the initiative, so that they could address it 
at next year’s summit in Australia. 

The APEC members account for more 
than half the world economy and about 
half of world trade. Hence any agreement 
that approached free trade among the 
group would be even more far-reaching, in 
trade terms, than the European Commu- 
nity or the North American Free Trade 
Agreement. It would be much more exten- 
sive than any of the global liberalizing 
compacts previously negotiated in the 
GATT or envisaged in the current Doha 
Round in the wTo. Doha of course remains 
highly desirable, and the Apec Leaders re- 
affirmed their commitment to its success, 





but the Fraar would be by far the best 
available “Plan B” to restart widespread 
trade-liberalizing momentum if multilat- 
eral progress remains blocked in Geneva. 

The FTAAP idea has been actively pro- 
moted by APEC’s Business Advisory Coun- 
cil since 2004 as the only means by which 
APEC could achieve its signature goal, ad- 
opted in 1993 and reaffirmed every year 
since (including at Hanoi); of achieving 
“free and open trade and investment in the 
region.” It suddenly became a focal point 
of this year’s official activity because of 
major shifts in policy positions by several 
key member economies. 

The United States took the lead in pro- 
moting the initiative, and the Leaders 
unanimously endorsed President George 
W. Bush’s call to give it “serious consider- 
ation” in a speech in Singapore just before 
the summit. Japan welcomed the idea, in 
tandem with its own recent proposal for an 


oo Mr. Bergsten is director of the recently re- 
named Peter G. Peterson Institute for Interna- 
tional Economics. He was chairman of APEC’s 
Eminent Persons Group, which developed the 
initial blueprint for the organization’s trade 
strategy, throughout its existence from 1993-95. 
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“economic partnership agreement” among 
the 16 leading Asian countries (including 
India, which is not a member of APEC). Aus- 
tralia, which will play a key role as chair- 
man of APEc over the next year, reiterated 
its support. So did Canada and Mexico, two 
of the six largest APEC economies and trad- 
ers, along with several of the smaller mem- 
bers. Hence the FTAAP project is well on its 
way even before the official studies begin. 

This new enthusiasm for Asia Pacific ac- 
tivity is motivated by five major develop- 
ments in the global trading system. First, 
the indefinite suspension of the Doha 
Round has raised major doubts about the 
viability of worldwide negotiations and 
even the WTO as an institution. Second, es- 
pecially for the U.S., the increasing momen- 
tum toward an Asia-wide free trade area 
raises the specter of major new discrimina- 
tion and an unstable three-bloc world that 
would, in the memorable words of former 
Secretary of State James Baker, “draw a line 
down the middle of the Pacific.” 

Third, the even wider proliferation of 
bilateral and subregional preferential 
trade pacts, which is likely to accelerate 
further if Doha indeed fails, will produce 
further disintegration of the multilateral 
system. Those who worry about the “spa- 
ghetti bowl” of such deals should strongly 
support an FTAAP that can subsume many 
of them under a single umbrella. Fourth, 
even Asians skeptical of FTAAP specifics 
welcome the active engagement of the U.S. 
in such a bold new regional initiative. 
Fifth, apec itself has floundered badly in 
pursuing its own liberalization goals and 
has been totally ineffectual in supporting 
Doha. The FTAAP initiative provides an ef- 
fective response to all five concerns. 

APEC’s consideration of the FTAAP pos- 
sibility needs to move ahead quickly be- 
cause of the domestic political situation in 
the U.S., intensified by the sweeping vic- 
tory of Democrats in the recent Congres- 


a ert tern ee A Mh D rh he ANE thetterentee 


sional elections. There are now even 
stronger signs that the administration will 
have great difficulty winning extension of 
the president’s Trade Promotion Author- 
ity (TPA) when it expires this summer, 
without which it will be difficult for the 
U.S. to participate in any significant inter- 
national trade negotiations. 

Continued suspension of Doha, or even 
progress toward a mini-package for the 
round as advocated by some, would leave 
the FTAAP as the only prospect to support 
TPA extension. America’s trading partners 
in the Asia-Pacific region clearly need TPA 
to continue and can substantially boost 
that prospect by accelerating APEC’s move- 
ment toward an FTAAP through meetings 
of their officials and trade ministers in ear- 
ly 2007. 

In addition, the highly possible election 
of a Democratic president in 2008 raises 
questions concerning the attitude of the 
next administration and Congress toward 
entering into any new trade talks, Hence 
it would also behoove U.S. trading part- 
ners to engage the FTAAP negotiations 
with the supportive current administra- 
tion and move the effort as far as possible 
while it remains in office. Just as President 
Bill Clinton felt compelled to complete 
NAFTA when he inherited it from his Re- 
publican predecessor in 1993, any new U.S. 
president would be under a similar obliga- 
tion with an FTAAP if its deliberations were 
already well underway. 

The initial step taken by apec leaders in 
Hanoi could turn out to be one of the most 
significant in the history of the world econ- 
omy and even of world politics. Alterna- 
tively, it could fizzle into irrelevance, like 
many past pronouncements of that group. 
Decisions taken by the key APEC economies 
over the next few months will determine 
the outcome, and perhaps with it the pros- 
pects for U.S. trade policy and the global 
trading system for years to come. = 
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The Enduring Appeal 
Of “Special” Zones 


by Jonathan Adams 
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F YOU HAD to pick a spot as 
the birthplace of globaliza- 
tion in Asia, a 72-hectare 
sliver of reclaimed land in 
Taiwan’s Kaohsiung har- 
bor wouldn’t be a bad choice. Here, 40 
years ago, the government cracked open 
its protected economy to lure foreign in- 
vestment with an eager pool of cheap lab- 
or and duty-free import of raw materials 
for export-only production. They called it 
an “export-processing zone”: one of Asia’s 
first, and a model for other such zones the 
world over. For Taiwan and some of its 
Asian neighbors such as South Korea, the 
rest is history. The success of such zones 
helped convince these countries to em- 
brace a strategy of export-led develop- 
ment—leading to decades of high growth 
and newfound prosperity that became 
known as the “East Asian miracle.” 
Today, living proof of that success is on 
display in Kaohsiung. If you had come to 
this balmy port city in the late 1960s, you 
would have seen thousands of Tatwanese— 
mostly unskilled female laborers—crowd- 
ing into the zone on bicycles every morning 
to stitch and assemble export-only clothes 





and cheap plastic toys for foreign firms. 
Now, the zone is packed with the scooters 
and sedans of comfortably middle-class 
employees, who work primarily for Tai- 
wanese firms specializing in the booming 
flat-panel sector. In the cafeteria of one 
such firm last December, employees in their 
twenties and thirties chattered on cell- 
phones and played foosball during their 
lunch break. Outside, by the harbor’s edge, 
sat stacked rows of shipping containers— 
some arriving with materials for making 
liquid-crystal-display panels, others leav- 
ing with panel modules bound for mainland 
China or points abroad. 

Some economists thought that zones 
like Kaohsiung’s would be obsolete by now. 
That was especially true after 1995, when 
the founding of the wTo promised to bring 
trade barriers crashing down and usher in 
a new golden age of globalization. Such 
“special” zones were to be expanded to en- 
tire countries, regions and ultimately, the 
world. Instead, zones similar to Kaohsi- 


co Mr. Adams is a free-lance journalist based 
in Taipei. Additional reporting was provided by 
George Wehrfritz in Hong Kong. 





Angry protesters from West Bengal blame the government for seizing 
their land and lavishing incentives on multinational firms. 


ung’s have had an enduring appeal—even 
in mostly open economies such as Taiwan’s. 
In fact, their numbers are booming: In 1995, 
there were 500 in 73 countries; by 2002, 
there were 3,000 in 116 countries. India is 
fiercely debating a plan to create hundreds 
of new special zones. Scores of export zones 
now dot Vietnam, powering its emergence 
as Asia’s newest economic tiger. Cambodia 
is building zones on its border with Thai- 
land, and has asked Taiwan’s advice on 
running them. Says World Economic Pro- 
cessing Zones Association director Robert 
Haywood: “When the wTo was created in 
1995, the World Bank and IMF argued that 
zones were going to disappear, because the 
world was moving toward free trade. In ac- 
tual fact, the wTO isn’t moving toward free 
trade. I predicted there would be an explo- 
sion of zones, and that has taken place.” 
Not everyone is happy about the zones’ 
tenacity. Global labor-rights activists have 
long seen them as the bane of exploited 
workers and the boon of footloose, cost- 
cutting capitalists—ghettos on the van- 
guard of a global “race to the bottom” 
between investment-thirsty nations. Farm- 
ers in West Bengal are hopping mad that 
the government is seizing their land and 
lavishing incentives on multinational firms. 
Violent protests against the zones have 
raged since January, leaving at least six 
dead and scores injured. In India and else- 
where, economists still can’t agree on 
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whether special zones are good or bad. “I 
would ask whether subsidized export-led 
growth is either necessary for India, or 
likely to be viable in the long run,” said for- 
mer IMF chief economist Raghuram Rajan. 
He says such zones deplete government 
coffers through overgenerous tax holidays 
and may create “islands of prosperity” cut 
off from the rest of the country. 

Economists do agree on one thing: zones 
like Taiwan’s aren’t a magic bullet for suc- 
cessfully opening up an economy. “For ev- 
ery zone out there that has worked, you 
have another one—at least—that hasn’t 
worked,” says Asian Development Bank 
economist Jesus Felipe. In Asia, the type of 
zones that have worked so well in Taiwan, 
South Korea, China and Vietnam have been 
less successful in the Philippines, Thailand 
and Indonesia. “Let’s face it: If you create a 
few square miles of infrastructure of plants 
and roads, you won’t reverse the overall ef- 
fect of the economy,” says Peter Petri, a se- 
nior fellow at the East-West Center in 
Honolulu. Experts credit the success of Tai- 
wan’s zones to good infrastructure, politi- 
cal stability, the government’s commitment 
to broader liberalization, and strong links 
between foreign firms inside the zones and 
domestic ones outside. 

Despite their decidedly mixed track re- 
cord, special zones remain an attractive op- 
tion—albeit one that economists insist is 
second-best to broader liberalization. 
They’re ideal for authoritarian regimes that 
want a high degree of control over how 
their economies open (such as Taiwan in 
the 1960s, China in the 1970s and Vietnam 
in the 1980s). And they also provide a short- 
cut to development in a small area, when 
bigger reforms are too painful or slow-mov- 
ing. In Cambodia, economic planners have 
prioritized special zones to meet what they 
call an urgent need for foreign investment, 
as nationwide legal reforms and infrastruc- 
ture building grind on. “Governments can’t 
change the environment in the entire coun- 
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try overnight,” said economist Mr. Rajan. 
“It’s easier to create islands of good gover- 
nance through focused intervention rather 
than the harder—and ultimately neces- 
sary—task of creating good governance ev- 
erywhere.” 

Such zones can also be a quick way to 
create jobs. Indian Commerce Secretary 
G.K. Pillai has claimed that the first 64 ap- 
proved zone projects alone will generate 
$13.4 billion in investment and create 
890,000 jobs by 2009. Vietnam’s Tan Thu- 
an Export Processing Zone, which opened 
with 20,000 laborers, now employs 
55,000—and that number could double by 
2015 (Such is their success that Vietnam’s 
zones are now actually facing a labor 
shortage). And through the zones, plan- 
ners can get experience in navigating the 
maze of trade rules. As some trade barriers 
have come down, others have gone up— 
such as the EU’s strict country-of-origin 
requirements. Another example: by wTo 
rules, special zones can’t offer all of the 
same perks as before, because some are 
now considered prohibited “export subsi- 
dies.” By 2010, only the poorest wro mem- 
bers—under $1,000 per capita—will be able 
to offer duty-free import and export rights 
in a specific zone, says Mr. Petri. Such 
privileges must either be extended to an 
entire country, or zones can offer different 
incentives such as tax breaks (some of 
which are still allowed) and full foreign 
ownership rights. 

Finally, special zones allow bureaucra- 
cy-heavy countries to cut red tape by de- 
volving power. That was one clear benefit 
in Vietnam, where Taiwanese money 
helped launch the Tan Thuan zone after 
the dot moi reforms in the 1980s opened 
the country to foreign investment. The 
zone’s one-stop regulatory approval cut 
the average waiting period for new proj- 
ects from 18 months to 60 days, said Albert 
Ting, director of the joint-venture corpo- 
ration that runs Tan Thuan. 
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Even in countries which have success- 
fully opened their economies, the zones 
have endured, by adapting. Taiwan’s zones 
have morphed into industrial clusters of 
high-tech manufacturers: LCD panels in 
Kaohsiung, semiconductors in Nantze and 
digital cameras in Taichung. That reinven- 
tion has saved the zones from extinction: 
manufacturing flight cut their total jobs 
sharply (from a high of 90,000 in 1987 to 
just 50,000 in 1994); that figure has since 
climbed back steadily, to 70,000 in 2005. 
But such is the extent of the zones’ change 
that planners aren’t even sure what to call 
them now: “Economic value-added indus- 
trial park (jingji jia zhi yuan qu)” is one 
clunky name they’re toying with. 

And they’re already thinking ahead to 
the next incarnation—one idea is to tout 
the zones as logistics hubs—and dreaming 
up new incentives. One example: Tseng 
Sheng-bao, the official who oversees Tai- 
wan’s zones, launched a campaign to make 
the zones more appealing to investors and 
their employees by adding green space— 
parks, walking paths, gardens. 

Thanks in part to such beautification, 
Taiwan’s zones are far from the Dicken- 
sian dystopias described by some labor ac- 
tivists. But they’re still soulless places, 
which mostly empty out after dark when 
workers trickle home. In the Nantze zone 
one early evening last December, a few Fil- 
ipina employees bicycled outside their 
dorm. Asked about her life in the zone, 30- 
year-old chip plant worker Jonah Obejero 
said it wasn’t ideal, but that the job was 
helping her save up to move to the U.S. or 
Canada. “We can earn more here than in 
the Philippines,” said Ms. Obejero, before 
heading to work on the night shift. “It’s a 
stepping stone.” 

The same could be said for the zones 
themselves. And until the arrival of an ide- 
al “flat” world of free trade, economic plan- 
ners are likely to continue relying on 
them—for better and for worse. i 
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Behind Hong Kong’s 
Safe-Bet Election 


by Stephen Vines 





REDICTING THE OUTCOME 
of elections is a tricky mat- 
ter in functioning democ- 
racies and hardly worth 
undertaking in authoritar- 
ian systems where the results are preor- 
dained. Yet in Hong Kong, the principles of 
election forecasting are defied by the exis- 
tence of a heavily constrained democracy 
in which the outcome of the upcoming elec- 
tion for the post of chief executive, or head 
of government, is interesting—despite the 
inevitability of the result. 

On March 25, Donald Tsang will be re- 
elected by the impressively small group of 
800 people who are allowed to vote in this 
election. Why then can there possibly be 
any interest in this preordained election? 
For a start this is the first chief executive 
election since the creation of the Hong 
Kong Special Administrative Region 
where an advocate of democracy has qual- 
ified to stand. He is Alan Leong, a founding 
member of the relatively new Civic Party 
who is carrying the banner for the entire 
democratic camp, minus those parts of it 
which criticize him for giving credibility 
to a rigged election. ` 





Secondly, Mr. Leong’s efforts and suc- 
cess in obtaining more than 100 nominees 
from the group of 800 have forced the in- 
cumbent Mr. Tsang to get involved in 
something resembling a real election cam- 
paign where he has to appeal to a wider 
public beyond the few people who are al- 
lowed to vote. 

Thirdly, it shows that Hong Kong’s 
democratic camp has finally got smart and 
realized the benefits of playing along with 
the existing system, while still seeking to 
undermine it. 

And fourthly, although this may be a 
wildly optimistic view, this election might 
just calm the fears of Hong Kong’s masters 
in Beijing, who have never had to face any- 
thing resembling a real election and dis- 
trust the process almost as much as the un- 
predictability of the outcome. 

Hong Kong’s election system was essen- 
tially created in Beijing, building on the in- 
put of the former British colony’s influential 
coalition of bureaucrats, tycoons and tradi- 
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tional leftists who have supported the Chi- 
nese Communist Party through thick and 
thin. The system was designed to be vague- 
ly democratic in form but limited in content 
to the extent that it would be impossible for 
anyone to become chief executive without 
backing from the gray men in Beijing. Thus 
an Election Committee was created, initial- 
ly with just 400 members. In theory it is 
supposed to be broadly representative of 
the entire population who in turn are sup- 
posed to elect the people who sit on the 
committee. In practice the constituencies 
that make up this committee are composed 
in such a way as to ensure that government 
loyalists will always obtain a majority. 
There is, for example, heavy representation 
for Hong Kong’s fast dwindling and very 
conservative agricultural and fishing com- 
munity and for bodies that have a solid re- 
cord of supporting Beijing. 

Even in this election, the fourth since 
the creation of the SAR, nearly half the seats 
(373) were secured without recourse to a 
poll because there was no contest. More- 
over out of a population of seven million, 
only 204,000 are registered to vote in the 
election for the Election Committee. 

Yet in some sectors there was a lively 
poll, particularly among seats reserved for 
the professions. In other words in the lim- 
ited space available for democrats to make 
their mark, a real effort was made to use 
this opportunity. Mr. Leong’s remarkable 
achievement was to ensure that in constit- 
uencies where there was a genuine race 
practically every candidate put forward by 
the democratic camp won. This still left 
him with a minority of “electors” but 
caused alarm in the government camp. 
They had complacently assumed that any 
rival to the chosen candidate would be un- 
likely to even secure the 100 nominations 
required to enter the race. In two out of 
the three last elections there was no con- 
test because only one candidate secured 
enough nominations to run. There were 
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however four candidates in the first elec- 
tion, held prior to the handover of power 
in 1997, but they were all Beijing loyalists 
who were persuaded to stand and given 
covert backing by the new regime in order 
to create something that looked like a real 
election—even though it had long ago been 
decided that Tung Chee-hwa should win. 

Much water has flowed under bridge 
since then. Mr. Tung’s incompetent and 
much maligned stewardship of government 
gave rise to an unprecedented degree of 
protest that led, at one stage, to the with- 
drawal of proposed antisubversion laws 
and stimulated the development of political 
parties that had hitherto been less promi- 
nent. Even after Mr. Tung was forced from 
office, itself a reflection of growing public 
assertiveness, his successor Mr. Tsang 
found that protests compelled him to aban- 
don pet schemes such as the creation of a 
vastly expensive cultural complex and a 
plan to introduce a goods and services tax. 


Democrats in Disarray 


IT IS AGAINST this background that the cur- 
rent election takes place. It was not inevi- 
tablethatthere would be arealcontest— that 
took some hard work. It has proved to be a 
painful learning period for the democrats 
as well as the establishment antidemocrat- 
ic camp. Mr. Leong has also been vigorous- 
ly denounced for participating in a farce, 
and two democrat organizations—the new- 
ly formed League of Social Democrats, and 
the Frontier—have held demonstrations to 
protest against his participation. 


But even among those who support Mr. ' 


Leong’s campaign—the Democratic Party 
(the largest of the pro-democracy groups), 
the Association for Democracy and People’s 
Livelihood, and some independent demo- 
crats—there is unease over the campaign. 
Perhaps the other democrats know that 
whatever happens, this election is likely to 
make Mr. Leong the de facto leader of the 
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opposition and might give a boost to his 
Civic Party at the expense of other demo- 
cratic parties. Even if the other democrats 
are not bothered by narrow self-interest, 
they are finding it hard to move from a po- 
sition of blanket opposition to the govern- 
ment to another stance where they are 
thinking more carefully about tactics and 
subtle ways of using the system before it 
can be changed. 

And, on top of all this is the awareness 
that even in a genuine election it is quite 
likely that Mr. Tsang would prevail. His 
ratings in the opinion polls are very strong. 
He has the bulk of the media sympatheti- 
cally covering his campaign and he has the 
financial resources to |= 
swamp the Leong cam- 
paign. The democrats have 
become accustomed to se- 
curing the lion’s share of 
the popular vote in elec- 
tions to the legislature but 
their vote is dwindling and 
the disarray in the demo- 
cratic camp is not helpful. 

Part of Mr. Tsang’s ap- 
peal is simply that he is not 
Mr. Tung. He had one of 
the easiest acts to follow. 
Practically anyone would 
have looked good in con- 
trast to Mr. Tung, who was not only remote 
but also seemed to emphasize his separa- 
tion from the people of Hong Kong by con- 
fining his appearances largely to occasions 
where officials from the Chinese mainland 
were present. 

Mr. Tsang is shrewder and it does not 
hurt that unlike the Shanghainese Mr. 
Tung, he is Cantonese (like most people in 
Hong Kong) and comes from a modest 
background, as opposed to Mr. Tung, the 
scion of a shipping dynasty. Mr. Tsang is 
not an impressive speaker nor is he partic- 
ularly visionary but he has a knack of pre- 
senting himself as a man of the people with 
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a workmanlike attitude to his job, a stance 
that appeals to Hong Kong’s practically- 
minded people. He also has impressive 
chameleon-like abilities, having been 
transformed from a loyal British colonial 
servant into a super Chinese patriot and 
doing so without even changing his trade- 
mark bowtie. 

However Mr. Tsang also has problems 
with his allies. Having overcome the mis- 
trust of his masters in Beijing who ques- 
tioned his previous British connections, he 
now finds that the supine attitude he ad- 
opted to produce this endorsement leaves 
him with confined space for maneuver 
when confronted with Communist Party 
æ= leaders who have little idea 
how Hong Kong really 
works, and institutively 
oppose change. 

The price Mr. Tsang is 
paying for his personal ac- 
ceptance extends to the toll 
levied for the support of 
Hong Kong’s biggest party, 
the cumbersomely named 
Democratic Alliance for 
the Betterment and Prog- 
ress of Hong Kong (DAB). 
The DAB, at its core, con- 
sists of the members of the 
old clandestine Commu- 
nist Party in Hong Kong. They never really 
trusted Mr. Tsang but they are loyal foot 
soldiers to their senior party members in 
Beijing and have volunteered to work at the 
grassroots to bolster the Beijing candidate. 
In return the DAB expects its members to 
be rewarded with official posts and may 
even flex its residual class-war muscles to 
extract legislation that favors employees. 

This poses a problem with Mr. Tsang’s 
other backers, the powerful tycoons who 
are free-market minded and expect re- 
wards for financing the Tsang campaign 
but in the form of business-friendly policies 
that serve their interests. No wonder that 
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A wide chasm exists between Hong Kong’s economic 
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Mr. Tsang sometimes despairs more of his 
allies than his opponents. But years of ser- 
vice in the bureaucracy make him believe 
that he can forge a middle course that will 
somehow satisfy everyone. 

It might be imagined that there are pro- 
found ideological differences between 
Messrs. Tsang and Leong. But in some re- 
spects their political platforms are very 
similar. Politics in Hong Kong does not 
travel along the usual fault lines of left 
and right. Mr. Leong, for example, is por- 
trayed as a wild radical in some quarters 
but he would almost certainly feel at home 
in the United States’ Republican Party. 

Mr. Tsang on the other hand is nestling 
up to DAB members who come from a Marx- 
ist tradition but now reflect the confused 
politics of the Chinese Communist Party, 
which has lost its ideological bearings and 
focuses instead on the single aim of retain- 
ing power. The DAB, for its part, is happy to 
cooperate with the hardcore capitalists 
from the business community who are also 
central players in the Tsang camp. 


A Question of Governance 


IT MAY BE Safely assumed that the polar- 
izing ideologies dividing politics elsewhere 
are absent in Hong Kong, but this does not 
mean that real differences do not exist. On 
the contrary, Messrs. Tsang and Leong dis- 
play a profound difference of opinion over 
the way Hong Kong should be governed. 
Mr. Leong believes in universal suffrage 
and establishing the widest possible inter- 
pretation of the autonomy China promised 
Hong Kong after the end of British rule. 
Mr. Tsang also claims to believe in democ- 
racy but in reality follows the line from 
Beijing, which is to resist representative 
government and to maintain a tight grip on 


7a aA AL HH ot hatter RRR OR PR RULER Af ler et trent titre ee een 


Ain ree TET TET RATATAT ARRAN NRA Gy whee ne rimana nanaman unpa ARIA He e Te ETE RNAS RAMANA tt aaa i AEA TRUM PURPA 





the administration of Hong Kong. 

Presumably the government in Beijing 
would be more relaxed if it felt that it had 
competent people in Hong Kong running 
things, and that it would be able to secure 
the election of its chosen candidate even if 
there was a system of universal suffrage. 
This campaign seems to show that these 
two conditions could be fulfilled, with the 
important caveat that the outcome of ev- 
ery genuine election cannot be guaran- 
teed. It is this lack of certainty that worries 
the old men in Beijing and could ensure 
that they maintain their tight grip. 

However civil society in Hong Kong is 
developing at a rapid pace. An extraordi- 
nary number of people have taken to the 
streets to demonstrate on any number of is- 
sues. There was even an impressive spon- 
taneous demonstration against the 
government’s recent demolition of the icon- 
ic Star Ferry terminal on the famous Victo- 
ria Harbor. This was a landmark event both 
for its spontaneity and for the avalanche of 
public support it generated over an issue of 
heritage preservation. Hong Kong has been 
a sophisticated, prosperous and economi- 
cally advanced society for over three de- 
cades, but it has a system of government 
devised to match the requirements of a col- 
ony that excludes the mass of the people 
from any form of participation. There is 
therefore a wide chasm between Hong 
Kong’s economic progress and its backward 
system of government. 

It’s unclear whether the chief executive 
election of 2007 will go down in history as 
marking the beginning of change. If not, 
and if constitutional reform is continually 
thwarted, the peaceful, optimistic develop- 
ment of civil society might turn in another 
direction, where confrontation, rather than 
persuasion, is the order of the day. = 
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Thailand’s Cracked 
Path to Democracy 





Thais have much to lament these days. The sustained economic growth 
under former Prime Minister Thaksin Shinawatra is a distant memory, 
and a bungling military junta is a harsh reality. Expect even more po- 
litical and economic uncertainty in the weeks and months ahead. 


Delivering the 


Junta’s Tall Order 
by Colum Murphy 


ERHAPS IT WAS foolish to commit 
PpP to such a tight deadline. But that’s 

what Thailand’s military junta 
did last year when they seized power in a 
bloodless coup. Full democracy, they prom- 
ised, would be restored by October 2007. 
Initially, these soothing words had the de- 
sired effect, convincing both domestic and 
international audiences that the coup lead- 
ers were benign and their goals noble. 

Six months later, a very different picture 
emerges. Whatever goodwill the junta lead- 
ers once enjoyed is starting to evaporate, 
and pressure on the government to deliver 
on its ambitious promises is starting to 
build. That pressure is set to get even more 


intense as the government sets about trans- 
lating its lofty aspirations into reality. 

It will be an arduous task. The biggest 
challenge will be to draft and pass into law 
a new constitution. A related task will be 
to decide once and for all the fate of the 
country’s two largest political parties. Fi- 
nally, the elephant in the corner through- 
out this whole process is former Prime 
Minister Thaksin Shinawatra and the role 
he might play in the kingdom’s ever- 
changing political drama. 


A Tough Constitution 


WHAT COULD BE so difficult about drafting 
and implementing a new constitution? At 
first glance, accomplishing this should not 
pose a huge challenge, especially if the 
highly revered 1997 Constitution (dubbed 
“The People’s Constitution”) is used as a 
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template and tweaked here and there to 
strengthen the independent agencies that 
are supposed to provide checks and balanc- 
es on government activities. (Alleged abuse 
of such independent bodies is one of the 
main reasons put forward to justify the 
coup against the Thaksin government). 

Alas, there is reason to believe that the 
backers of the coup won’t be satisfied with 
mere “tweaking” and will try to use the 
drafting of a new constitution to roll back 
some of the democratic freedoms the peo- 
ple of Thailand have grown accustomed to. 
Abhisit Vejjajiva, leader of the former op- 
position Democrat Party believes that 
“conservative forces”—which he defines as 
including the military and the bureaucra- 
cy but not, notably, the monarchy—will try 
to “claw back some of the power that they 
lost to elected officials.” 

The Thai Rak Thai (TRT) party’s deputy 
leader, Phongthep Thepkanjana, is also ap- 
prehensive about the coup leaders’ inten- 
tions. He says Thailand’s history offers 
many examples of constitutions that have 
been introduced following military coups 
that turn out to be skewed toward the in- 
terests of the junta. He predicts that this 
time round the Thai people will not be con- 
tent to see a small group of people usurp 
democracy for their own purposes. 

Mr. Abhisit’s predictions are even direr. 
He says that any attempt to cut back on 
democratic freedoms could result in a seri- 
ous backlash against the coup leaders. Thai- 
land, he says, could witness a massive 
public outcry that could unite pro-Thaksin 
and anti-Thaksin forces against the junta. 

But are these politicians overreacting? 
No, say many observers. From the selec- 
tion process for the Constitution Drafting 
Assembly, and later for the more impor- 
tant Constitution Drafting Committee 
(cDc) to the subsequent appointment of 
the highly influential post of cpc chair- 
man, many see the manipulative hand of 
the junta at work. 
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Now that the military have managed to 
populate the most important bodies with 
their cronies, the next few months will tell 
just how far they plan to go to “claw back” 
power. Will they restore full democracy? 
Or introduce a watered down, “Thai-style,” 
democracy? How the draft constitution ad- 
dresses three key areas will give important 
clues about the junta’s intentions. 

The first concerns the role of the sen- 
ate, considered crucial for keeping tabs on 
the government. The big question is 
whether the draft constitution will pro- 
pose that senate members be elected, ap- 
pointed or a mixture of both. The 1997 
Constitution prohibited senators from 
having ties to political parties. But in real- 
ity this proved difficult to enforce, and 
many senators were allegedly “bought off” 
by Mr. Thaksin. 

‘ On this point, Democrat Party leader 
Mr. Abhisit is calling for a directly elected 
senate, but one that has a carefully defined 
scope of power. The senate should not be 
allowed to meddle with partisan politics 
or with the activities of independent gov- 
ernment agencies. He does, however, sug- 
gest that it be allowed to become more 
proactive in proposing new legislation. 

For now, it is unclear to what extent the 
coc will heed such calls. It might decide 
to return to old ways, by opting for a fully 
or partially appointed senate. The advan- 
tage of this system (for the conservative 
forces at least) would be that many appoin- 
tees would come from the military and 
other conservative quarters. Clearly, this 
would mark a step backward in terms of 
Thailand’s democratic evolution. 

The second point serving as a bellweth- 
er for the prospects of democracy relates 
to how the draft constitution handles the 
mechanics of the electoral system. For ex- 
ample, will it propose to create larger elec- 
toral constituencies and reduce the number 
of members of parliament? The drafters 
might try to convince the public that such 
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changes would help ward off graft (a large 
number of small constituencies, the argu- 
ment goes, makes politics more prone to 
local corruption). Of course, a cynical in- 
terpretation of such moves would point 
out that a smaller number of constituen- 
cies and fewer MPs make it easier to influ- 
ence and control parliament. 

The third point to watch is how the 
draft constitution envisages the appoint- 
ment of the prime minister. This issue could 
prove most polemical of all. A system that 
would allow for the prime minister to be 
appointed, not elected, 
would serve the interests 
of the junta and its backers 
most. This approach 
would offer a neat solution 
whereby the Thai masses 
would be “relieved” of the 
task of selecting their own 
prime minister. 

It would be unwise for 
the junta leaders to pre- 
sume that the Thai people 
will gladly accept any- 
thing on offer. Greater ef- 
forts should be made to 
engage the people in the 
debate about the draft 
constitution. So far, the 
junta’s control of the media has been tight, 
and martial law has only been partially lift- 
ed. Large political gatherings remain out- 
lawed—hardly an environment conducive 
to lively, open debate on the country’s po- 
litical future. 

In the event that the people reject the 
draft constitution at the polls, the junta has 
crafted a clever way out. As set forth in the 
current interim constitution, in the case of 
a “no” vote, the National Assembly and the 
Council of Ministers have the right to select 
“any previous constitution of the Kingdom 
of Thailand and revise it for use within 30 
days.” This means that while the people of 
Thailand will get the opportunity to show 
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their approval for the new constitution, this 
approval is by no means essential. 


Where’s the Party? 


NEGOTIATING THE MINEFIELD of drafting 
and implementing a new constitution is 
only part of the story. Another unknown 
factor is how Thailand’s political land- 
scape will look when democratic elections 
are finally held. Right now, the country’s 
top two political parties—TRT and the 
Democrat Party—face possible dissolution, 
and around 150 leading 
politicians could be 
banned from politics for a 
finite period (most likely 
five years). The fate of the 
parties is currently being 
decided by a constitution- 
al tribunal, set up by the 
junta and operating out of 
Thailand’s Constitution 
Court. Verdicts are ex- 
pected by the end of 
May. 

While the charges 
faced by the two parties 
= are not identical, the ba- 

sic premise is the same: 

Namely, that the parties 
are alleged to have taken part in political 
shenanigans proscribed under election 
rules. 

Mr. Phongthep of TRT is confident that 
his party will not be dissolved. He says 
that disbanding the entire party just be- 
cause of the alleged misconduct of a small 
number of members is preposterous. Not 
only that, but forcing a party to disband 
also constitutes a gross violation of liberty, 
he says. “Political parties are important. 
Without them, you can’t have democracy— 
how can a government be formed? How 
can political platforms be proposed to the 
public?” 

Of more fundamental concern is 
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whether any ban imposed by the tribunal 
is legal. Mr. Phongthep is among those 
that say that banning certain individuals 
from politics as punishment for activities 
undertaken in the past is illegal. Even if 
the parties are slapped with a ban, the can- 
didates and parties may decide to defy the 
rulings and contest the election anyway. 
By arguing that the constitutional tribunal 
was not constitutional to begin with, the 
parties could try to render moot any at- 
tempt to ban them from politics. 

Thus, the tribunal represents a cloud 
over Thai politics, and the trials represent 
a huge distraction to the senior executives 
of both parties. Even if one or both of the 
political parties survives, the fact remains 
that there is no single politician that can 
match Mr. Thaksin in terms of charisma 
and leadership. TRT’s caretaker leader Cha- 
turon Chaisang has been commended for 
his leadership during the party’s difficult 
postcoup period (including, on occasions, 
defying the junta’s orders by attending po- 
litical gatherings). Yet few think he, or any 
of the party’s current leaders, have achance 
of commanding the party, or a government, 
as Mr. Thaksin did. 

The Democrat Party has been a con- 
stant source of disappointment to many, 
and has been strongly criticized for provid- 
ing ineffective leadership during the polit- 
ical turmoil of the last year. Much of this 
criticism has been aimed at Mr. Abhisit, the 
party’s handsome Oxford-educated leader. 
He is seen as inexperienced and somewhat 
removed from the common people. 

Some predict a rocky political future for 
Thailand, with coalitions forming and dis- 
banding frequently. If so, then smaller par- 
ties, such as Chat Thai led by Banharn 
Silapa-archa, will exert an influence much 
greater than their size. 


“Mr. Thaksin is not old. He’s ambitious. 
He’s wealthy... and he’s going to fight.” 





But talk of a political vacuum assumes 
that Mr. Thaksin is gone for good. Despite 
his repeated claims to have left politics 
forever, it would be unwise to take his 
statements entirely at face value. Should 
there be a public outcry against the new 
constitution, for example, there could con- 
ceivably be widespread calls for Mr. Thak- 
sin to return to the helm. A key element in 
influencing Mr. Thaksin’s resolve will be 
the outcome of the investigations being 
conducted by the junta-established Assets 
Scrutiny Committee into the alleged crim- 
inal tax evasion by Shinawatra family 
members, as well as the progress made in 
the junta’s bid to uncover wrongdoing by 
Mr. Thaksin himself. So long as investiga- 
tions are ongoing and the threat of punish- 
ment hangs over Mr. Thaskin’s family, he 
is unlikely to adopt a position challenging 
to the government. But if his family mem- 
bers are punished anyway, and/or there is 
a marked increase in support among the 
public for his return, then the diehard for- 
mer prime minister could make a come- 
back. Mr. Abhisit of the Democrat Party 
says he would not be surprised to see a re- 
turn by Mr. Thaksin: “This man is not old. 
This man is wealthy. This man is extreme- 
ly ambitious,” he says. “This doesn’t spell 
early retirement to me. He is going to 


fight.” 


Forestalling Chaos 


IT IS HARD to say for sure who is calling 
the shots in Thailand. Perhaps even more 
alarmingly, there is a doubt as to whether 
any single individual is in the driving seat 
at all. Ostensibly it is Prime Minister Sura- 
yud Chulanont. But to think that he really 
is the true source of power would be folly. 
Clearly, General Prem Tinsulanonda, head 
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of the Privy Council and the king’s advisor, 
exerts a major influence on events. He, in 
turn, receives his orders from the highest 
source: the king. 

No matter who is in control, there are 
a few concrete steps that the powers that 
be should take before Thailand’s political 
situation gets worse. First, they should ex- 
ert whatever influence they have to make 
sure that the freedoms given to the Thai 
people under the 1997 Constitution are not 
rolled back by the new constitution. In- 
stead, these freedoms should be enhanced. 
They must learn to read the will of the 
people and not assume that Thais are will- 
ing to accept mere good intentions of lead- 
ers—no matter how benign—who consider 
themselves as knowing “what is best” for 
the people. Such hubris will no doubt end 
in tears, if not bloodshed. 

Second, they should do everything in 
their power to have the cases against the 
political parties dismissed. Thailand faces 
too many problems at this juncture to al- 
low its key politicians to be distracted in 
such a way. Instead they should be allowed 
to devote their time to preparing and pro- 
posing their platforms to the people and 
developing plans to get Thailand back on 
the road to political and economic devel- 
opment. 

To do this the coup leaders and their 
backers need to come to terms with one 
simple truth: The coup was a mistake. 
They need to understand that their pres- 
ence—far from restoring democracy as 
originally promised—is highly detrimental 
to stability and the development of the 
country’s political and economic system. 
But those used to power and privilege are 
not normally known for their acquies- 
cence—and it seems that Thailand’s pow- 
erful are no different. Most likely, the 
conservative forces will stubbornly and 
arrogantly plod on in their bid to hold on 
to a feudalistic vision of Thailand that has 
long been out of date. 








Giving Farang 
The Cold Shoulder 


by Sinfah Sarawuth 


HE CONTROVERSIAL PLANS of 
T Thailand’s military-appointed 

government to amend the 1999 
Foreign Business Act (FBA) could, if enact- 
ed, force foreigners doing business in the 
kingdom to restructure their sharehold- 
ings in local companies, and even prompt 
some investors to pull out of the country. 

The 1999 FBA was the first comprehen- 
sive piece of legislation to deal with for- 
eigners doing businesses in Thailand. The 
two most important provisions in the FBA 
concern the definition of what constitutes 
a “foreigner” and the categories of busi- 
nesses that foreigners are prohibited to en- 
gage in, or are allowed to do so only on 
receipt of approval from government au- 
thorities as high as cabinet level. 

According to the FBA, a foreign individ- 
ual is a person who is not a Thai national. 
This is fairly straightforward. But the def- 
inition of a foreign company under the 
current FBA creates a loophole for circum- 
venting the wording of the law. In its cur- 
rent definition, the FBA simply looks at the 
proportion of foreign shareholding to de- 
cide whether a company is foreign or not. 
So any company in which Thais hold 51% 
of the registered capital and foreigners 
hold the other 49% is a Thai company, and 
hence is not restricted to do businesses un- 
der the FBA. 

In the past, foreigners who wanted to 
get around these rules and enter into a 
business sector reserved solely for Thais, 
would usually set up companies in which 
they hold less than 50% of the shares, but 
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would arrange with their Thai sharehold- 
ers to give them (the foreigners) 51% or 
more of the voting rights—giving the non- 
Thais effective control over the company. 

The military-appointed government 
now wants to close these loopholes. Main- 
taining the current definition of “foreign- 
er,” the proposed amendments expand the 
definition of a foreign company to include 
those that are registered in Thailand but 
where half or more of the voting rights be- 
long to foreign individuals or companies 
that are not registered in Thailand. This is 
one of the key changes proposed in the 
draft bill, to which the cabinet has given 
the nod but still must go through a legisla- 
tive process before its enactment. 

The restricted businesses in the FBA 
are contained in three lists in the annex of 
the act. The first list details those busi- 
nesses that are off limits to foreigners 
without exception. These include media 
(newspaper, radio and television), farming 
Gncluding dairy farming), forestry and 
fishing, the production of Thai herbs, trad- 
ing in Thai antiques, the making of Bud- 
dha statues and real estate. 

The second list covers businesses that 
relate to national security or have an impact 
on the arts, culture, tradition, local crafts- 
manship, national resources and the envi- 
ronment. This includes manufacturing and 
trading of arms and weapons, domestic 
transportation (land, water and air), wood 
carving, silk making, the making of Thai 
musical instruments, salt farming and min- 
ing. Foreigners who want to enter into these 
business sectors must seek cabinet approv- 
al through the Minister of Commerce. 

The third list contains businesses that 
are restricted on the grounds that Thai peo- 
ple are not ready to compete with foreign- 
ers and include rice milling, breeding of 
marine life, accounting services, legal ser- 
vices, architecture, construction (exclud- 
ing major construction of public utilities or 
transportation infrastructure), being bro- 


kers or agents (except securities trading), 
advertising, hotel businesses (apart from 
hotel management), and selling of food and 
beverages. Foreigners who want to operate 
these lines of business need to seek permis- 
sion from the director-general of the De- 
partment of Business Development at the 
Ministry of Commerce and their applica- 
tion must be approved by the ministry’s 
Foreign Business Committee. 

The proposed amendments do not 
make any change to restricted businesses 
in first and second list. But in the third list, 
foreigners will now be prohibited from op- 
erating any retail or wholesale businesses. 
British supermarket giant Tesco and re- 
tailer Carrefour of France could be affect- 
ed if the amendments become law. Under 
the current FBA, foreigners are allowed to 
engage in retail or wholesale businesses 
With a registered capital of 100 million 
baht (about $2.8 million) or more. 

Some minor concessions have been 
made to foreigners under the proposed 
new version of the FBA. For example, they 
will be permitted to enter the tour-guide 
business, which is currently a protected 
activity under the 1999 FBA. 

Of course, the current FBA already in- 
cludes provisions barring Thai individuals 
or Thai companies from acting as nomi- 
nees on behalf of foreigners. Penalties for 
such illegal behavior include up to three 
years in prison. Under the amended FBA, 
these rules will-be enforced more rigidly. 
The maximum fine for violating these 
nominee provisions will be increased to 
five million baht (about $142,000) from 
the current one million baht ($28,000). 
Jail time for violators will not be raised. 

The proposed amendments would 
mostly affect foreign companies engaging 
in service, retail and wholesale businesses 
in Thailand. The new rules would not af- 
fect companies engaging in manufacturing 
for exports or companies granted promo- 
tional privileges by Thailand’s Board of In- 
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vestment. However, since service 
businesses are now a major sector where a 
large number of foreigners are currently 
engaged, many foreign business owners 
are worried that their business will be ad- 
versely affected. As many as 40,000 com- 
panies could be affected, though some 
claim this number is overstated. 

Under the proposed amendments, com- 
panies where foreign shareholders hold the 
majority of voting rights will be defined as 
“foreign” regardless of their shareholding. 
Such companies will have one year to seek 
the appropriate permit 
from the director-general 
of the Commerce Minis- 
try’s Department of Busi- 
ness Development after 
the effective date of the 
law. The permit would al- 
low companies engaging 
in list-three businesses to 
continue as long as they 
want to operate the busi- 
ness. Companies engaging 
in list-one and list-two 
businesses will be permit- 
ted to continue for another 
two years. After this am- 
nesty period, these com- 
panies will have to 
restructure to become Thai. 

Despite claims to the contrary, it seems 
obvious that the main incentive to beef up 
the FBA came from the sale of Shin Corp. by 
the family of former Prime Minister Thak- 
sin Shinawatra to Temasek, the investment 
arm of the Singapore government. Ina tele- 
vision interview in February, even the mil- 
itary-appointed Prime Minister Surayud 
Chulanont did not deny that the proposed 
amendments to FBA were aimed at dealing 
with the controversial January 2006 deal. 
He described the sale as “the last straw” 
that triggered months of street protests 
against Mr. Thaksin last year. Thai news- 
papers allege that Temasek used Thai nom- 





Carrefour 





Carrefour plans to spend $147 million to expand its 
Thai retail operations despite possible FBA changes. 
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inee shareholders with no voting rights to 
circumvent the 1999 FBA, thereby allowing 
the Singaporeans to engage in a protected 
field of business. If authorities can prove 
that Temasek commands the majority of 
voting rights in the Thai companies now 
owning Shin Corp., Temasek and these 
Thai companies could be in trouble. Inves- 
tigations into the sale are ongoing. 

The proposed changes to the 1999 FBA 
have already caused jitters among the for- 
eign business community in Thailand. Mr. 
Peter van Haren, chairman of the Joint For- 
eign Chambers of Com- 
merce, was quoted by the 
Bangkok Post as saying: 
“We are very disappointed 
with the move, but we still 
have a ray of hope that 
things will be amended 
when it goes through the 
various processes before it 
becomes law.” Elsewhere 
he told Reuters: “If there 
are certain groups or indi- 
viduals or companies that 
are a problem, then ad- 
dress it. We would prefer 
not to have such a blanket 
change in the law that af- 
fects everyone.” 

It is hard to pinpoint the true motivation 
behind moves to amend the FBA. As men- 
tioned, it could be just to put an end to the 
Shin Corp. deal. Or perhaps the changes are 
designed to promote Thai nationalism and 
to signal to the world that Thailand is seri- 
ous about winning back some of its assets— 
assets that many consider to have been 
“lost” to foreigners. 

One thing is for sure. Thailand’s new 
FBA will make the kingdom a less attractive 
destination for investment just at a time 
when some of its Southeast Asian neigh- 
bors—particularly Vietnam—are becoming 
more appealing as investment destinations 
with each passing day. 1 | 
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Taking a Stand for 
China’s Uighurs 


by Paulette Chu Miniter 
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N THE MORNING of June 1 
of this year, the Abdurey- 
im family traveled with a 
police escort to what they 
believed would be an “In- 
ternational Children’s Day” celebration. 
But on a deserted stretch of the road, in the 
northwestern province of Xinjiang, China, 
the cars suddenly came to a halt. Within 
minutes brothers Ablikim and Alim were 
pulled outside and beaten to the ground. 
As their sister begged the officers to stop, 
one of them retorted, “Call your mother.” 
It was then that Rebiya Kadeer’s phone 
rang in Virginia. She could hear her daugh- 
ter crying and immediately understood 
what was happening—this was the reason 
why she left China in the first place. 
Little more than a decade ago, Ms. Ka- 
deer was a symbol of China’s moderniza- 
tion. She is a Uighur, a Muslim ethnic 
minority inside the country. And as one of 
the wealthiest business owners in Xinji- 
ang, she was touted by the government as 
an example of Beijing’s tolerance of eco- 
nomic prosperity for all. But today, the pe- 
tite and soft-spoken mother of 1] is one of 
China’s highest-profile enemies. The gov- 





ernment considers her an Islamic terrorist 
engaging in the forbidden “three forces” of 
terrorism, extremism and separatism. Yet 
internationally Ms. Kadeer has grown into 
a celebrated democracy activist for her 
one-woman campaign to liberate the Ui- 
ghurs, winning support from the White 
House, U.S. Congress, human rights groups 
and a nomination for the Nobel Peace Price 
by a Swedish parliamentarian. 

“The Chinese government thought I 
would stop my activities after my children 
were taken, but I can see now that they 
don’t truly know me,” she says. 

Dressed in a vivid teal-blue suit with 
her graying hair twisted high into a bun, 
Ms. Kadeer, who spent six years in Chi- 
nese prison for her efforts, sits with her 
hands in her lap and legs crossed at the 
ankles in her offices in Washington, D.C. 
In a drive to “let China humiliate itself,” 
she has defied Beijing’s threats since being 
released from prison last spring, testifying 
before Congress, organizing demonstra- 
tions outside China’s U.S. embassy and 
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giving numerous speeches and interviews. 
Recently, she began learning English. 

Yet the work has come at a price. In No- 
vember, China sentenced her son Alim to 
seven years in prison for alleged tax eva- 
sion in his role as caretaker of her com- 
mercial real estate and department store 
businesses. Her son Ablikim is awaiting 
trial on charges of subversion and has been 
seen taken from a detention center on a 
stretcher. 

Ms. Kadeer describes what is happen- 
ing to China’s Uighurs as a “moral crisis” 
and believes Beijing’s 
goal is to turn them 
into a “faithless” peo- 
ple. In response to 
China’s terrorist ac- 
cusations, she has 
sniped: “If I terrify 
the Chinese govern- 
ment, then yes, I am 
a terrorist, and long 
may it last.” 

More than half a 
century after Mao Ze- 
dong defeated Chiang 
Kai-shek in China’s 
civil war, the nation of 
1.3 billion is finally 
emerging as the world’s next potential su- 
perpower. Yet China’s ascent remains a 
long one. Its human rights record is under 
constant attack on a number of issues, in- 
cluding its treatment of Falun Gong and 
the Dalai Lama, and now, Ms. Kadeer. 

Not the typical portrait of a political dis- 
sident, Ms. Kadeer was a wealthy business- 
woman who parlayed her financial success 
into positions in China’s parliament and 
was initially a willing partner to the Com- 
munist Party. But her success also embold- 
ened her to begin demanding greater rights 
for China’s citizens, at first cautiously and 
then openly. “My people were losing their 
hope,” she says. “I wanted to expose the lies 
of the Chinese government and be a voice 
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for my people in the international commu- 
nity—it was a mission for me.” 

“Our cultural and traditional values 
are being deteriorated,” she says. “This is 
amoral crisis for the Uighur people. While 
the liberalization of people in the world is 
moving forward, for the Uighur people it 
is moving backwards.” 

It isn’t surprising the ruling party views 
Ms. Kadeer with contempt and alarm. 
Known as the “spiritual mother” of the Ui- 
ghurs, the charismatic businesswoman is 
becoming a rallying figure for the Uighur 

movement, much as the Dalai Lama 
is for Tibetans. Less than 
two years after leaving 
China, Ms. Kadeer was 
elected president of the 
World Uighur Congress 
and Uighur American 
Association, which 
counts nearly all of the 
1,000 Uighurs in the 
U.S. as members. In the 
process, she is single- 
handedly igniting in- 
terest in a heretofore 
little-known ethnic 
minority. 

It is here that Ms. 
Kadeer poses the largest problem for Chi- 
na. As one former U.S. State Department 
official involved in her case says, “The dif- 
ference between Rebiya Kadeer and other 
dissidents is that she hasn’t disappeared 
since leaving jail, and that is the real prob- 
lem China has with her—she’s not follow- 
ing the script.” 

Ms. Kadeer’s most significant dint has 
been in simply calling attention to the Chi- 
nese government’s heavy hand toward Ui- 
ghurs—forced abortions, the closing of 
mosques, the prohibition against teaching 
the Uighur language in schools. She points 
out that China targets anything that high- 
lights Uighurs’ cultural differences, which 
in her view amounts to an admission by 
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Formerly a member of the NPC, Ms. Kadeer is now 


considered one of China’s highest-profile critics. 
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China that the Uighur identity is indeed 
distinct. That is, Uighurs are unmistakably 
un-Chinese, an argument that forms the 
basis of their bid for independence. 

Still, Ms. Kadeer hasn’t made politcal 
independence for China’s Uighurs the fo- 
cus of her advocacy efforts. “The tactics I 
use are to make the most of living in a free 
democracy,” Ms, Kadeer said in testimony 
before a Congressional panel in April. 
“Simply telling the truth about what is 
happening to my family and my people. 
And I have faith in the power of democ- 
racy and truth.” 

Though never formally educated, Ms. 
Kadeer, the daughter of farmers and small 
business owners, is a natural entrepreneur 
who prospered as China’s economic re- 
forms began bearing fruit. She opened her 
first business, a laundry, in 1987, and went 
on to launch a department store and com- 
mercial real estate business. 

As her wealth and philanthropy won 
her prominence, Ms. Kadeer says she felt 
she had the chance to improve the lives of 
her fellow Uighurs, the majority of who 
live in poor rural areas. Ms. Kadeer says 
she believed that Beijing would put a stop 
to the local government’s harsh tactics 
against Uighurs in Xinjiang as soon as 
high-level officials in the central govern- 
ment knew what was happening. 

Her tipping point came in 1997, when a 
peaceful Uighur youth demonstration end- 
ed in a violent clash with Chinese police. 
Ms. Kadeer says she repeatedly tried to 
convince Beijing that change was needed, 
but to no avail. She felt she had no choice 
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but to openly criticize the government, and 
so she did—in a speech before parliament. 

Beijing promptly kicked her out of the 
National People’s Congress and revoked 
her passport. At that point, her husband 
had already fled to the U.S. after being po- 
litically blacklisted for his own human 
rights efforts. Knowing there was no turn- 
ing back, she began using her stature to 
reach out to the international community. 
In August 1999, she was on her way to meet 
a delegation of U.S. Congressional re- 
searchers when Chinese police caught up 
to her. She was arrested, charged with re- 
vealing state secrets to foreigners, and 
sentenced to eight years in prison, two of 
which she spent in solitary confinement. 
“The hell in this world is Chinese prison,” 
she says, though she says the prison guards 
“didn’t dare” torture her because her case 
was too well-known in the international 
community. 

To her surprise, China released her 
from prison in March of last year—two 
years early—on “humanitarian” grounds 
in response to heavy pressure from the 
Bush administration. She says she would 
consider returning to her birth country, 
not as a political leader, but as a human 
rights and democracy advocate if Xinjji- 
ang’s Uighurs were to eventually win their 
independence. 

“I personally believe China must be a 
democracy some day,” she says. “All of the 
international community believes China is 
becoming more powerful, but although 
they have more money now, they have no 
legitimacy.” tt 








India Must Breed 
More Policy Wonks 


by Mukul G. Asher 





DISTINGUISHED RETIRED 
civil servant, R. K. A. Sub- 
rahmanya, of the Indian 
government who still plays 
an important role in public- 
policy debates recently remarked in an e- 
mail to me that “social development 
programs do not lend themselves to eco- 
nomic calculus.” With some oversimplifi- 
cation, this view reflects India’s 
public-administration tradition, where 
consistency with the bureaucracy’s rules 
and procedures takes precedence over out- 
comes. According to this view, the public 
sector is regarded as a more progressive 
and therefore desirable mechanism than 
the private sector. This view also supports 
the generalist tradition, under which indi- 
viduals, usually selected through a com- 
petitive civil-service examinations, are 
given responsibilities even for tasks which 
require specialized knowledge and ability 
to see interconnections between immedi- 
ate responsibilities and the larger society. 

The opposite side of the debate was ex- 
pressed by C. P. Ravindranathan, a retired 
Indian diplomat in a recent op-ed piece in 
Business Line, one of India’s leading busi- 





ness newspapers. He stated that social 
programs should be subjected to rigorous 
and continuous outcome-based review. 
Again, with some oversimplification, this 
view reflects relatively recent tradition of 
professional public-policy schools that 
stress multidisciplinary analysis, with a 
feedback loop for public administrators 
and policy makers. The focus thus is on 
public policies and management rather 
than on administration. 

This view is consistent with the argu- 
ment that government organizations 
should use available analytical tools in de- 
sign, implementation, and outcome evalu- 
ations of their policies and programs, and 
that they make full use of the vast knowl- 
edge pool available in social and physical 
sciences, engineering, and in humanities. 
This approach recognizes the need to sys- 
tematically combine the strengths of gen- 
eralists with those of specialists in order 
to manage increasingly complex environ- 
ments and tasks which governmental or- 
ganizations must face. In short, the 
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underlying premise of the second view, as 
articulated by Bimal Jalan, the former 
governor of the Reserve Bank of India, is 
governing, rather than ruling. 

Thankfully, India is poised to begin to 
take steps toward implementing outcome 
budgeting. In presenting the 2005-06 bud- 
get, with total expenditure of 5.14 trillion 
rupees ($116.8 billion), Finance Minister P. 
Chidambaram stated: “I must caution that 
outlays do not necessarily mean outcomes. 
The people of the country are concerned 
with outcomes.” The 2007-08 federal bud- 
get guidelines are designed to further re- 
fine the outcome budget, explicitly stating 
that the “outcomes reflect the ultimate 
aims of government policy through bud- 
getary support, tax exemptions/conces- 
sions and preferential treatment in 
procurement of goods and services.” It is 
expected that after a short time lag, some 
state and local governments will also be- 
gin to implement outcome budgeting. 

The mandating of the outcome budget 
has created a large demand for public-pol- 
icy analysts both within and outside the 
government. This demand is expected to 
grow as state and local governments follow 
suit. Yet civil service practices, including 
recruitment and training, are still firmly 
rooted in the public-administration tradi- 
tion. This is also the case with other stake- 
holders such as the judiciary, political 
parties, legislative branch and the media. 

Properly conceived, public-policy edu- 
cation can play an important role in meet- 
ing the demand for public-policy analysts 
and enabling a shift from public adminis- 
tration to public policies and management. 
Such education can also help prepare oth- 
er stakeholders for the requirements to 
make outcome budgeting a success. 


India the Laggard of Asia 


IN RECENT YEARS, public-policy education 
has witnessed strong growth internation- 
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ally, particularly in Asia. Thus, Korea De- 
velopment Institute (KDI), a respected 
economic think tank, established graduate 
programs in public policy and manage- 
ment in 1997. More recently, Tokyo Univer- 
sity and Hitotsubashi University in Japan 
have established public policy programs. 
Singapore established a public-policy 
school in 2004. In China, Beijing Univer- 
sity, Tsinghua University in Beijing, and 
Fudan University in Shanghai have also 
taken public-policy education initiatives. 

The main inspiration for the above 
schools has been U.S.-based schools such 
as the Kennedy School of Government at 
Harvard University, Maxwell School at 
Syracuse University and Terry Sanford In- 
stitute of Public Policy at Duke University. 
It is no coincidence that the U.S.-based 
schools are located in universities which 
have strong discipline based departments 
in economics, sciences, engineering, law 
and medicine. 

It is noteworthy that except for the KDI, 
the Asian public-policy programs like their 
U.S. counterparts are set within a multi- 
disciplinary full-fledged university which 
emphasizes both teaching and research, 
and has a large undergraduate component. 
India has in the past separated teaching 
from research; and it has not yet developed 
many full-fledged universities. This is a 
broader issue involving liberalization and 
deregulation of higher education. 

India has been sending its officials 
abroad, primarily to the U.S. and the Unit- 
ed Kingdom for public-policy education for 
along time. But the public-policy education 
initiatives within India have so far been 
modest. The first masters-level program 
began at Indian Institute of Management 
(IIM)-Bangalore in 2004. Since then, two 
other such programs have been launched 
in Delhi and Gurgaon. A program at IIM- 
Ahmedabad will be launched in mid-2007. 
A private university, the Institute of Char- 
tered Financial Analysts of India QCFA1), 


has also launched a public-policy program. 
Except for ICFAI, all the other programs are 
funded by the central government, and the 
participants are drawn almost exclusively 
from various central services, such as the 
Indian Administrative Service, Indian 
Revenue Service, Indian Foreign Service 
and others. The class size in each case is 
fairly small—between 25 and 35 students 
each year. Each program has collaboration 
with a leading U.S.-based public-policy 
school, with six to eight weeks spent at the 
partner school. This has been useful in ex- 
posing Indian civil servants to more out- 
come-oriented and accountable public 
services of the U.S. 

Existing public-policy programs in In- 
dia are analytically fairly rigorous and 
provide high quality education. As the par- 
ticipation is confined to central services, 
the state and local officials are not able to 
benefit. This must be rectified. Indian pub- 
lic-policy education should involve not just 
the central but also the state and local gov- 
ernment officials. Specialized training in- 
stitutes, such as those for employees of the 
Provident Fund or for officials from income 
tax, excise and customs departments, will 
also need to be restructured to be compat- 
ible with public-policy education. In addi- 
tion to analytical skills, other aspects such 
as Managing organizational change, creat- 
ing public value, and conflict resolution and 
negotiation should also be included in the 
curriculum. 

The above aspects should also be incor- 
porated in the training provided at the ini- 
tial stages of employment with the 
government. Many Indian civil servants 
have remarked that if they had even basic 
introduction to the analytical and other 
aspects noted above at the time of induc- 
tion training, they could have performed 
much better. The habit of empirical-evi- 
dence based public policies needs to be 
cultivated from the beginning. Strong pol- 
icy conclusions drawn from weak data can 


www.feer.com 


lead to poor design of policies and disap- 
pointing outcomes. This has happened in 
India with subsidies for below the poverty 
line families, and affirmative action pro- 
grams such as quotas and reservations for 
certain groups which are not need-based. 
In addition, public-policy education should 
be integrated with career development. A 
midcareer training in a specialized area, 
with care taken to ensure such training 
enables the official to contribute more ef- 
fectively, will be essential in this regard. 


Results, Results, Results 


THE KEY ISSUE is not whether officials in 
some central services have wider oppor- 
tunities for public-policy education, but 
whether mechanisms are there to ensure 
that investments made in them result in 
gains for the country. Other stakeholders, 
including elected officials, representatives 
from the judiciary, media, NGOs and busi- 
ness also need to pursue public-policy edu- 
cation. Executive-education type programs, 
specifically tailored in some cases, will be 
essential for addressing diverse demands 
for public-policy education. 

Ensuring that strong demand for pub- 
lic-policy education results in commensu- 
rate increase in supply, particularly good 
quality faculty, will however be a major 
challenge. Professional policy schools re- 
quire a strong funding base and institu- 
tion-building skills. Innovative 
approaches will be needed to meet supply 
challenges. The experience of Indian busi- 
ness schools, which have used overseas In- 
dians and experienced practitioners as 
adjunct faculty; entered into a variety of 
partnerships with foreign institutions; 
and innovated with flexible curriculums, 
should be studied by public-policy pro- 
grams for possible lessons. The large num- 
ber of Indian officials already trained in 
public policy overseas can also be utilized 
to augment supply. 


32 FAR EASTERN ECONOMIC REVIEW c® March 2007 


Arenal anra rarnana inc anaa reds Ree LD ents erem 


Strong policy conclusions drawn from weak data 
yield badly designed policies and poor outcomes. 


Doctoral programs in public policy can 
be instituted to encourage public-policy 
academics and researchers. Encouraging 
new universities to establish interdisci- 
plinary public-policy schools from the be- 
ginning could provide diversity and global 
context. Consideration should be given to 
utilizing existing physical assets of various 
central and state training institutions for 
minimizing costs of public-policy pro- 
grams, and generating resources to fund 
them. Existing specialized training institu- 
tions, such as that of the National Academy 
for Direct Taxes in Nagpur, can be encour- 
aged to start public-policy programs. Spe- 
cialized MBA courses with a public-sector 
focus can also help augment supply. 

Nearly all other public-policy schools 
in Asia have strong state funding. Indian 
government agencies will need to examine 
their budgetary priorities, and become 
more entrepreneurial in securing blended 
funding from multiple stakeholders, both 
domestic and international. 


The Role of Business 


THE BUSINESS SECTOR has a vital stake in 
promoting more professional and exten- 
sive public policy-education in India. First, 
more professional and competent public- 
sector organizations can be expected to 
lead to better policies. These in turn could 
increase the competitiveness of Indian 
businesses and enable the country to at- 
tain higher rate of growth and livelihood 
creation. 

Second, the effectiveness of public-pri- 
vate partnership will be enhanced if all 
stakeholders have better understanding of 
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the developmental tasks facing India. It is 
now recognized that public sector alone 
simply does not have the capacity and com- 
petence to meet infrastructure and social 
sector needs. 

Third, business operates in a social 
context. This is particularly relevant in a 
heterogeneous country such as India, with 
widely differing levels of readiness for 
meeting modernization and globalization 
challenges. Indeed, it is the presumed 
greater willingness of domestic businesses 
to shoulder social responsibilities that 
constitutes an important argument for en- 
couraging domestic ownership of compa- 
nies. Public-policy education can assist all 
stakeholders to better appreciate the bal- 
ance needed between the needs of busi- 
ness and those of the society. An initiative 
by some Bangalore IT firms to assist in the 
revamping of municipal-accounting and 
budget-management systems illustrates 
the type of practical managerial tasks be- 
ing performed by the business sector. 

Fourth, the business sector must in- 
creasingly manage complex and extensive 
regulation. The number of regulatory agen- 
cies has increased considerably in India 
since the early 1990s; and so has the impact 
of India’s increasingly globally integrated 
economy of regulation by public and pri- 
vate bodies abroad. Thus, new accounting 
rules requiring contingent pension and 
health liabilities to be reflected in company 
accounts; and Basel IT bank capital-ade- 
quacy requirements have significantly im- 
pacted businesses. Poor regulation and 
implementation can make otherwise well- 
intentioned public policies dysfunctional 
and perverse. L | 
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China’s Gloomy 
Governance Reform 


by David Bandurski 





REMIER WEN JIABAO’S ap- 
proval “in principle” of a 
draft national ordinance on 
openness of information on 
Jan. 17 caused top Chinese 
leaders to herald the daybreak of transpar- 
ent governance. Once in force the statute 
would establish a national legal mandate 
for more transparent governance and pave 
the way for amore potent law on disclosure. 
Officials have characterized the ordinance 
as a key step in the “building of a ‘sunshine’ 
government,” promising “release as a rule” 
at all levels of the country’s vast bureaucra- 
cy. Hu Shuli, editor of China’s influential 
Caijing Magazine, wrote a year ago of the 
proposed ordinance that “when looking 
back again after thousands of years, Chi- 
nese people will see that today is another 
new milestone in their history.” 

But tough questions remain about ex- 
actly how this will happen. For the ordi- 
nance to be truly effective, China’s top 
leaders will have to take tough action to 
empower and protect news media across 
the country. However, what role Chinese 
news media will play in brokering the pub- 
lic’s right to know is unclear, particularly 





given the growing pressures media have 
faced under Hu Jintao’s government. 

The whole process, up to now, has pro- 
gressed in a fog of secrecy. China’s top leg- 
islative body, the National People’s 
Congress, has been working on this ordi- 
nance—officially known as the Govern- 
ment Information Release Ordinance—since 
March 2006. Originally due before the end 
of that year, the draft was constantly held 
up by internal squabbles between top offi- 
cials who were determined to make it hap- 
pen, and local officials and propaganda 
ministers who worried it could give too 
much power to citizens and the media. Po- 
litical sensitivities over the legislation have 
kept it carefully under wraps even since Mr. 
Wen’s approval. The details of the text have 
remained a mystery, and the public has 
been denied an opportunity to comment. 

In a Feb. 14 article published in the Peo- 
ple’s Daily, Zhou Hanhua, a professor of law 
with the Chinese Academy of Social Sci- 
ences and a key figure in the drafting pro- 
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cess, finally offered a sneak peak at the 
legislation, one more tantalizing sign the 
ordinance is very close. First of all, said Mr. 
Zhou, the legislation would transform the 
present norm of “one-sided” disclosure and 
focus instead on “applicants’ rights, so that 
people would have the right to obtain gov- 
ernment information.” 

Secondly, the statute would require not 
only transparency in routine administra- 
tive procedures, but demand that govern- 
ments release a “substantial” portion of 
the information in their hands. The legis- 
lation would establish four types of infor- 
mation release, including application from 
citizens, which Mr. Zhou referred to as 
“the blazing of a new trail.” It would also 
specify various channels of “recourse” in 
the event governments refused to make in- 
formation available. These would include 
administrative reconsideration and ad- 
ministrative litigation. Overall, Mr. Zhou 
says the proposed ordinance will provide 
“important protection in case the govern- 
ment does not release information through 
other means.” These measures would, at 
least in principle, mark a historic shift 
from China’s previous efforts on access to 
government information. 

Some experts in China are confident the 
ordinance will succeed in exerting greater 
pressure on governments at all levels. “Af- 
ter the national ordinance goes into effect, 
the situation [in local areas] should im- 
prove,” says Zhan Jiang, a professor of jour- 
nalism at Chinese Youth University for 
Political Sciences. “Local governments will 
be under a lot of pressure.” 

China has made at least putative prog- 
ress on information disclosure over the 
last few years. More than 80% of govern- 
ments below the provincial level have so 
far implemented “public governance,” ac- 
cording to figures from the State Council. 
But this means little more than that local 
governments now have Web sites where 
they post information at their discretion. 
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The “public governance” mechanisms set 
up by departments of the State Council are 
similarly engineered as one-way streets, 
focusing on press-spokesperson systems 
and computerized operations. 

It is an openness that smacks of public 
relations. Yang Haipeng, a former investi- 
gative reporter for Southern Weekend, says 
much information released by the govern- 
ment is for show, having been filtered 
through “multiple layers of bureaucracy.” 
In the worst cases false information is 
leaked, such as real estate data that bucks 
up developers. “China’s information-re- 
lease system is simply another avenue for 
the propagation of lies,” he says. 

Even as top government officials began 
quietly ironing out the national informa- 
tion-release legislation last year, bans on 
coverage of such stories as the 40th anni- 
versary of the Cultural Revolution under- 
scored the determination of party officials 
to maintain a tight grip on public opinion. 

The track record of a handful of city-lev- 
el ordinances on public access to govern- 
ment information is not encouraging. Early 
last year, Ren Guosheng, a resident of 
Zhengzhou, capital of central China’s 
Henan Province, lodged a series of com- 
plaints with the city’s planning bureau pro- 
testing the installation of metered parking 
spaces along city streets. Many residents 
felt the parking spaces had worsened the 
city’s traffic situation and suspected un- 
scrupulous dealings between officials and 
the meter company. Mr. Ren hired an at- 
torney, and when the planning bureau re- 
fused to hand over the relevant permits and 
contracts, he sued using the city’s openness 
of information statute. His appeal for ac- 
cess to planning bureau files was ultimate- 
ly rejected, however. If he felt the planning 
bureau had not abided by its obligations, the 
court said, Mr. Ren could launch a com- 
plaint with the supervisory bodies respon- 
sible for investigating government neglect 
of duty. At present, the process of China’s 
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professed openness is marked with this sort 
of bureaucratic insularity. 

This is why many say the legislation 
must include greater protections for Chi- 
nese news media if it is to be effective. But 
these protections seem increasingly far off 
during a time when press freedoms are in- 
creasingly under attack. Journalists say in- 
vestigative reporting—which has flourished 
in relative terms since the 1990s—is be- 
coming tougher and tougher under Mr. Hu. 
Some even say the news reports circulated 
exclusively in leadership circles are suffer- 
ing as aresult. Wu Muluan, a reporter with 
China Economic Daily, says: “I think that 
if this bigger picture doesn’t change, a law 
on information disclosure will only be able 
to address a few minor issues, and won’t be 
of much help to news media.” 

Peking University law professor Jiang 
Mingan wrote in an editorial not long ago 
that media restrictions should be relaxed, 
giving them the “right” to monitor corrup- 
tion independently. Mr. Jiang urged lead- 
ers to begin working on a law to protect 
media. Independently, Zhang Jianjing, 
deputy editor-in-chief of China Economic 
Times, agrees better legal protections for 
media are a key issue: “What Chinese jour- 
nalists need most is a law directly con- 
cerning news media, a law protecting their 
right to report and looking after their per- 
sonal safety,” he says. “Ultimately, that 
would make the biggest difference.” 

Protecting journalists and giving them 
greater independence touches on the con- 
tentious issue of press control in China, 
where “guidance of public opinion” re- 
mains the Party’s supreme rule in media 
policy. This is not just about those mysteri- 
ous missives raining down on a daily basis 
from the Central Propaganda Department. 
It’s about the entire culture of journalism 
in China, where government offices culti- 
vate close relationships with reporters, a 
process of co-option in which journalists 
risk morphing into publicists. Officials 
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tend to avoid contact with journalists they 
do not recognize on the assumption they’re 
working on an unfavorable story. 

Last summer, Ma Cheng, a Shanghai- 
based reporter for the Liberation Daily 
newspaper, tried suing Shanghai's planning 
bureau on the basis of a local information- 
release statute after officials refused to pro- 
vide information for a story he was working 
on. The case, which a handful of Chinese 
media prematurely heralded as a landmark, 
quickly fizzled out under local government 
pressure. Mr. Ma was removed from his 
post and no longer works as a reporter. 

There is no doubt that national legisla- 
tion establishing “release as a rule” would 
be a positive, even historic, turn of events 
for China. The ordinance would potential- 
ly mark the beginning of the end of “state 
secrecy” as the ad hoc rationalization for 
corruption, cruelty and incompetence. It 
would pressure governments at all levels to 
be more accountable for their actions, rec- 
ognizing that their policies are meant to 
serve rather than manipulate the public. 

But the Ma case in Shanghai under- 
scores the challenges facing Chinese jour- 
nalists as they press the government to live 
up to its promise of “sunshine” governance. 
If and when the information-release legis- 
lation makes it over the horizon this year, it 
is sure to meet staunch resistance from par- 
ty and government officials who see control 
of information as an indispensable re- 
source. Its effectiveness, therefore, will de- 
pend largely on the degree to which top 
leaders are prepared to match its commit- 
ments with real progress—perhaps begin- 
ning with discussion of a press law—toward 
a professional press empowered to monitor 
leadership at all levels without party or gov- 
ernment interference. Of course, as made 
clear by the internal controversy presently 
holding back the openness of information 
legislation, this will be a long and touchy 
process, and we will have to wait for many 
more dawns. 1 | 
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China’s New Mantra: 
Innovate Not Imitate 


by Jonathan Bell 





LINDING SHAFTS OF sun- 
light stream into the Lon- 
don boardroom ofa leading 
investment bank, but 
Zhang Yin is not fazed. 
The 49-year-old founder and chair of the 
board of Nine Dragons, a Guangdong- 
based paper packaging maker, confidently 
extols her company’s strength: “We have 
the cheapest manufacturing costs of any 
corrugated-box company in the world,” 
she says. Meanwhile, at an auto plant in 
Hebei province, the chief financial officer 
of Great Wall Motors explains his compa- 
ny’s plan to produce a $4,000 sports util- 
ity vehicle in Russia for export to Eastern 
Europe. And at a conference in a dingy 
Beijing hotel hosted by a local Chinese bro- 
ker, an infrastructure equipment maker 
explains how his company has reverse-en- 
gineered its European manufacturing line 
and has begun exporting its cement pumps 
to Southeast Asia. 

These three cases show a new trend 
emerging in China’s private sector: More 
Chinese companies are now among the 
world’s leading innovators. Chinese corpo- 
rations may or may not be employing the 





highest level or most expensive equipment 
available in the global market, but they are 
adapting imported machinery and develop- 
ing their own production lines to best uti- 
lize a well-trained, inexpensive labor pool 
while fitting production to meet resource 
constraints. Here, the term “innovation” 
reaches beyond the domain of high-tech 
and new industries. Instead, it means im- 
provements being made by Chinese indus- 
tries in product development, product 
enhancement and process improvement. 
The vast majority of innovative compa- 
nies are off the radar screen of public and 
private equity investors. Innovation takes 
place piecemeal as entrepreneurs, line man- 
agers, marketing staff and researchers 
tweak their assumptions and inputs along 
the way. Those who are looking for a big 
bang technological revolution or clearly 
identifiable inflection point in China are 
likely to be disappointed. But the reality is 
that private-sector enterprises across a 
wide spectrum of manufacturing sectors— 
from paper to automobiles to heavy equip- 
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Zhang Yin’s company, Nine Dragons Paper, has achieved success by 
adapting its manufacturing process to the local Chinese context. 


ment—are demonstrating a level of 
innovation that may sustain the current 
economic boom and productivity growth 
well into the next decade. To date, Chinese 
private-sector innovation has been over- 
looked by most researchers and commenta- 
tors on the Chinese economy. The work 
required to analyze these companies is of- 
ten more difficult than reading the annual 
reports of China’s blue chip companies and 
meeting with well-versed investor-rela- 
tions teams. It often entails going out to re- 
mote places in China and kicking the tires: 
assessing a company’s management 
strengths, the competitive dynamics of an 
industry still in infancy and evaluating a 
company’s ability to demonstrate agility in 
sectors that are not led by anointed state- 
backed winners. 

For Western politicians, macroecono- 
mists and strategists, much of the debate 
about China’s competitiveness has centered 
on the country’s mercantilist exchange- 
rate policy, the cheap cost of capital and 
limitless supply of labor. However, the suc- 
cess of companies like Ms. Zhang’s Nine 
Dragons is not driven by inexpensive labor. 
For Nine Dragons, labor represents only a 
marginal factor in the company’s overall 
operating cost base. Neither is it due to low 
cost of capital—in fact, the company is now 
net cash positive and plans to grow using 
its own retained earnings. 

Instead, Nine Dragons does what good 
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Chinese companies do best: It has adapted 
its manufacturing process to the local con- 
text. To start, the company bypasses its nat- 
ural weakness in pulp by sourcing up to 
80% of its old corrugated cardboard from 
Chung Nam, an associated company found- 
ed by Ms. Zhang that scours the U.S. for re- 
cyclable paper. Some products are now 
made with 100% recycled paper and no 
pulp content, contributing greatly to a sta- 
ble gross margin (domestic pulp prices have 
tripled over the last three years). 

While blossoming into an industry lead- 
er with capacity of five million tons of paper 
per annum (expected to double by 2010), 
the company has also focused on other as- 
pects of its manufacturing base. Through 
an innovative process, the firm is able to 
produce each ton of paper with six to 15 
tons of water, less than half that stipulated 
by relevant international standards. The 
company imports all its machinery from 
overseas, but has reconfigured the machin- 
ery and operates at a 95% utilization rate, 
which is far superior to global peers. Nine 
Dragons employs more advanced technolo- 
gies than leading U.S. firms. 

A second case is China’s market share 
leader in concrete machinery, Sany Heavy 
Industries Co. Current president, Liang 
Wengen, can barely contain his enthusi- 
asm for China’s construction-machinery 
market. The reason? Chinese policy mak- 
ers recently announced plans for 3.8 tril- 
lion yuan in infrastructure development, 
targeting roads, ports, and railways, in 
China’s llth Five Year Plan. Sany’s core 
product is concrete pumps, for which it 
has been the undisputed market leader 
since 2000. The company spends 6% of 
revenue in research and development, 
which is far above the norm for a technol- 
ogy company in China let alone a heavy 
machinery producer. Sany has thus been 
able to expand into other types of con- 
struction machinery, including a wide 
range of road construction machines. 
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This investment is beginning to pay off. 
The company posted gross margins of 
more than 40% and net profit growth of 
101% year on year in the first three quar- 
ters of 2006. Sany imports the chassis from 
international suppliers (Benz, Volvo and 
Isuzu), which makes up 40% of its cost 
base. However, the company’s cost savings 
result from its in-house pump system—it 
is patented and one of the best on the mar- 
ket, according to industry analysts. Sany’s 
innovations go well beyond its break- 
throughs in pump technology. Superior af- 
ter-sales service, coupled with quality and 
reliability, allow the company to price its 
pumps at a 25% premium to competitors. 
The company has replicated its winning 
formula in China to expand overseas in 
2004, and now has sales agents in 15 over- 
seas markets, with one-third of revenue ex- 
pected to come from abroad by 2008. 

Great Wall Motors is another innovative 
company that is looking abroad for oppor- 
tunities after competing successfully in the 
fierce domestic market. China’s automobile 
market is the Holy Grail for most foreign 
automobile companies. With declining 
margins and limited global growth prod- 
ucts, foreign producers are enticed by Chi- 
na’s high rate of growth and pent-up 
demand (in 2005, China produced 5.7 mil- 
lion vehicles and ranked fourth in the glob- 
al market). Just about every foreign 
manufacturer is present. However, massive 
capacity expansion, minimum sharehold- 
ing requirements by Chinese parties and 
aggressive dealership discounts have led to 
a steep operating margin decline over the 
last several years. Most foreign joint ven- 
tures are now reporting single-digit operat- 
ing margins of 5% to 8%, down from over 
20% just two to three years ago. 

While equity-market investors have 


The innovation trend is likely to accelerate as China 
continues to integrate into the world economy. 





tended to focus on joint ventures such as 
Denway Auto (Honda) and Brilliance Chi- 
na (BMW), a few local brands have been 
able to gain market share steadily and 
compete aggressively on price while main- 
taining healthy profitability. Great Wall 
Motors, the vertically integrated truck and 
sedan manufacturer, stands out. Based in 
Baoding, in Hebei province, the company 
has achieved success through exploiting a 
fast-evolving local component supply 
chain, developing engine production in- 
house, and focusing on the mass market, 
low-end segment. In contrast, most for- 
eign Jvs are really just assembly houses, 
slapping components together and relying 
on imported engines. 

By expanding its production facilities, 
Great Wall has been able to integrate a low- 
cost base in labor, land and transport as a 
core advantage. The company has a short 
R&D cycle and through the self-develop- 
ment of plastic fuel boxes, gearboxes and 
rubber parts, Great Wall has reduced reli- 
ance on external suppliers and thrived 
through better quality control and reduced 
time to market. Despite stiff price competi- 
tion arising from an increasingly competi- 
tive marketplace, Great Wall managed to 
achieve an average gross margin of 29% 
and operating margin of close to 20% dur- 
ing 2003-05. The company has not only 
been able to capture China’s truck market 
as the number one producer, but is China’s 
leading automobile exporter, generating 
one-quarter of sales from emerging mar- 
kets. The company’s next move will be to 
localize internationally. It plans to develop 
a production facility in Russia to sell inex- 
pensive sedans throughout the region. 

As these examples of Chinese corpo- 
rates illustrate, innovation in China takes 
a myriad of forms and strategies. Low-cost 
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financing, massive capacity building and 
cheap labor exploitation do not factor 
prominently in the success of the three 
businesses highlighted. Certainly the Chi- 
nese state has wielded a heavy hand and 
encouraged a favorable climate for busi- 
ness success through multinational invest- 
ment, quality infrastructure, tax breaks 
and R&D funding. 

Private-sector companies in China, 
however, have often thrived despite heavy 
state involvement or adverse policy condi- 
tions in their sectors. Nine Dragons suc- 
ceeds in an industry that lacked policy 
support for low raw material inputs be- 
cause of an underdeveloped timber and 
pulp industry. Sany has quashed its state- 
sponsored competitor. Great Wall Motors 
has developed its own brand and gained 
market share despite an aggressive policy 
push favoring foreign joint ventures. 

As China continues to integrate into the 
world economy and opens its doors to more 
foreign competition, the innovation trend 
is likely to accelerate. We do not have to 
look too far afield to see historical prece- 
dents. Japan’s innovation accelerated dur- 
ing the 1970s despite an exchange rate that 
more than doubled against the U.S. dollar. 
Japanese corporate innovation was not im- 
mediately evident from the outside, how- 
ever, because much of the manufacturing 
improvements, such as quality circles and 
just-in-time manufacturing, took place at 
the assembly-line level, company by com- 
pany, as responsibilities were diffused from 
the executive office to the plant floor. 

China’s private sector firms could sur- 
prise with their own blueprint for success, 
especially if entrepreneurs are given space 
to develop and access to capital. Many ob- 
stacles to innovation in China persist. For 
example only 2% of Chinese hold a univer- 
sity degree, a figure that pales in compari- 
son to developed countries and even India’s 
6%. Still, China’s higher education institu- 
tions, such as the university clusters in 
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Chengdu, are producing graduates with the 
skills and hard science know-how to suc- 
ceed in a competitive global marketplace. 

Many policy reforms will have to be ac- 
celerated if Chinese private-sector enter- 
prises are to continue to thrive. Credit is 
poorly allocated in China and capital mar- 
kets need to develop to provide private sec- 
tor companies with risk-based lending that 
is currently mostly directed by govern- 
ment-owned bank loans to the state sector. 
Domestic demand needs to be stimulated 
to encourage consumer spending and un- 
lock the high savings rate. A real currency 
appreciation will further smooth the de- 
mand rotation away from exports. Chinese 
overseas-educated returnees, or haigui, lit- 
erally meaning sea turtles, are an impor- 
tant contribution to entrepreneurial 
development and investment returns. The 
China Development Bank recently took the 
important step of launching a 2.5 billion 
yuan financing scheme for returnees to set 
up new domestic ventures. For innovation 
to flourish in China, entrepreneurial suc- 
cess will have to be fostered and business 
leaders who make it onto Forbes Richest 
List, such as Ms. Zhang of Nine Dragons, 
will have to be championed. 

Investors in China who take the time 
to meet with private enterprises may find 
newly concocted recipes for success that 
are not evident at a cursory glance. In- 
creasing competition has ensured that in- 
novation will be the primary driver for 
future success. Chinese private-sector 
corporate investors should understand 
that the Schumpeterian process of creative 
destruction is very much alive. For a brief 
period so far, the drivers of these nascent 
Chinese manufacturing houses are doing 
what entrepreneurs have been doing since 
the beginning of the Industrial Revolu- 
tion. Like Eli Whitney and Henry Ford, 
they are bettering the standard manufac- 
turing process and making it more effi- 
cient than anyone else. if 
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The World 
According to CCTV 


by Stephen Green 
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KNEW SOMETHING WAS up 
when I saw Daguo Jueqi, or 
The Rise of the Great Pow- 
ers, in my local pirated pvp 
store. China’s state broad- 
caster CCTV seldom gets paid the compli- 
ment of having its programs ripped off. 
But there was the series, nestling among 
the usual Hollywood fare and HBO’s entire 
back catalogue. In fact, I did not have to 
buy my copy; it had been given to me the 
day before by the lady who runs the com- 
pliance desk in our bank’s dealing room. 
“You should really see this,” she said. 

She was right. It was a splendid few 
hours that I spent winding my way through 
the rise of (in order of appearance) Portu- 
gal, Spain, Holland, Britain, France, Ger- 
many, Russia, Japan and the United States. 
It was obvious from the first few computer- 
generated graphics and authoritative voice- 
over why Great Powers is making it so 
big—and why it was broadcast twice on 
CCTV2, the state economics channel, late 
last year: The production values are great. 
A computer-generated Spanish Armada is 
smashed by swift English ships. The viewer 
sees lots of footage of the key sites of mod- 





ern Europe, Japan and the U.S.—out of the 
archives perhaps, but still well done. And 
along with the narrator, we get the views of 
European, Japanese and American histori- 
ans and other thinkers, as well as their 
mainland peers, on why this or that battle, 
invention or person was critical in this or 
that country’s rise. 

Each episode hangs around a wonder- 
fully simple question, which the narrator 
asks in a different way of each country at 
the beginning of each show: How on earth 
did so many tiny, population-constrained, 
resource-poor, often warring, mostly Eu- 
ropean states make it so big on the world 
stage? To millions of mainland Chinese 
viewers this is slightly unnerving since the 
unspoken, mirror-image question is raised 
by China’s own history: How on earth has 
such a huge, populous, coal-rich, inventive 
and unified China not yet risen to great 
power status in modern times? 

This is not history cut from the same 
cloth as, say, Vladimir Lenin’s Imperialism, 
the “critical” left-leaning history of many 
Western universities or even the grainy 
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revolutionary footage one used to see on 
CCTV. Great Powers says hardly a word 
against the rise of the capitalist class or in 
sympathy with the struggles of the work- 
ing masses (for which it has attracted some 
criticism from Chinese commentators) — 
the Industrial Revolution was a brilliant 
thing. Even colonialism gets relatively 
good press as a means of grabbing resourc- 
es and building markets, with the cost- 
benefit analysis going negative when the 
oppressed peoples rose up af- 
ter 1850. 

Entrepreneurial energy is 
celebrated, as is global trade. 
And while Marxian history 
tends to ignore technology, 
the show’s writers positively 
fall over themselves to praise 
innovation. The show gives us 
great men (e.g. Bismarck) and 
great institutions (e.g. the 
Magna Carta), and great think- 
ers (e.g. Adam Smith, Voltaire 
and several Japanese that my 
occidental education had not 
prepared me for). In short, this 
is history fleeing ideology. It is 
rare to get any programming that is as 
rich, subtle and open-minded as this—in 
any country. 

There are thunderous echoes here of 
another cctv production, Heshang, or Riv- 
er Elegy, that aired in the summer of 1988. 
That show is often described as one of the 
intellectual underpinnings of the 1989 stu- 
dent protests. The title Heshang literally 
means “river, dying before its time.” The 
show used the image of a stagnant Yellow 
River (usually revered by the Chinese as the 
cradle of their civilization) to launch a dev- 
astating attack on the isolationism and dog- 
matism of Confucian-Maoist China. 

Many of the same themes—the open- 
ness that underlies real greatness, the im- 
portance of innovation and even 
freedom—appear again in Great Powers. 
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One line in the introduction particularly 
caught my ear. Before the age of Great Pow- 
ers, “many people in the world mistakenly 
thought they were living at the center of the 
world,” we are told. The allusion in Chinese 
is obvious—Zhongguo, the name for China, 
literally means “Middle Kingdom,” since 
that is exactly how early generations, espe- 
cially the elites, viewed themselves. That 
was the first time I have ever heard the 
name “Zhongguo” spoken of critically, as 
representing ignorance, not 
power. 

Before going any further, it 
might be useful to provide a 
whistle-stop through the series 
and its spin on 500 years of his- 
tory. Portugal and Spain be- 
came the first Great Powers as 
a result of being unified states 
run by strong monarchs, while 
the rest of Europe was frag- 
mented or at war. Another ad- 
vantage they had was that 
those monarchs had the singu- 
lar vision to finance explora- 
tion (Vasco da Gamaet al.) and 
then to support trade, some- 
times violently. Holland burst onto the 
scene through peaceful trade, not war, con- 
centrating on building a huge commercial 
fleet, removing cannons from ship decks to 
make way for cargo and minimizing deck- 
space (upon which tax was levied). And 
there was also their invention of the joint- 
stock company and a stock exchange. 

Britain evidently has a lot to teach—it 
gets two episodes. First, its power was 
based on political institutions, which tied 
the monarch’s hands. Think the 1215 Mag- 
na Carta, a parliament (albeit of nobles), 
and then the Glorious Revolution in 1688, 
in which those nobles imported William of 
Orange, a less Catholic, more institution-re- 
specting king from Holland. England was, 
after all this, “the first country to have an 
‘open society’ but not a democracy,” we are 
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told. Britain also had genius inventors, who 
kept coming up with things like steam en- 
gines and spinning jennies, all funded by 
entrepreneurs and protected by patent. 
This all set things up for the industrial rev- 
olution, crowned by the Great Exhibition of 
Britain’s might at Crystal Palace in south 
London in 1851. 

Next up is France, where I got a bit con- 
fused with the message, but that is the 
French for you. Great Powers seems to view 
the French Revolution as both a warning of 
the dangers of autocracy and excess taxa- 
tion, and at the same time a warning against 
the dangers of revolutionary reactions to 
such misery. Judgment on Napoleon’s mili- 
tary adventurism also seems similarly 
hedged. He restored great power status to 
France, but did much damage too. As a re- 
sult, France lagged its European neighbors, 
particularly Germany. 

Up next, Germany. Unification has its 
two heroes, Frederich List (1789-1846), a 
tireless campaigner for tax-less borders 
between hundreds of separate German en- 
tities, and Otto von Bismarck, the iron 
chancellor, who through war and diplo- 
macy (but mostly war) founded a united 
Deutschland with the end of the Franco- 
Prussian war at the 1871 Treaty of Ver- 
sailles. Thereafter, Bismarck gets full 
marks for building a primary education 
system, and throwing the state’s energy 
behind industry. 

We leave Europe now, headed for Japan, 
which is “opened” by Commodore Perry 
and his gunboats in 1853, an arrival which 
the Tokyo elite intelligently decides to wel- 
come rather than resist. This triggers Ja- 
pan’s rise, which is full of invention and 
industry, fuelled by overseas travel by a stu- 
dious elite, until the late 19th century, when 
Japan starts war mongering all over Asia. 


The World According to ccTV I 


This is history from a country that is self- 
consciously building itself into the next great power. 


Fast forward to Nagasaki, and we end with 
the lesson that militarism ultimately leads 
to suffering. 

By the time we arrive at Russia many of 
the series’ themes are clear. Peter the Great 
traveled extensively around Europe (as did 
Lenin), while Catherine tried to institute 
the rule of law. Then comes Russia’s own 
wars of aggression, which only bring short- 
lived success and hold back industrializa- 
tion. After the 1917 revolution, Lenin’s 
pro-market New Economic Policies in the 
early 1920s get a nod of approval, and then 
Great Powers suffers a brain-debilitating 
stroke when it meets Joseph Stalin. In 
short, by efficiently concentrating the na- 
tion’s resources in industry, instigating bril- 
liant frve-year plans, and relying on the epic 
labor of miners like Aleksei Stakhanov, Sta- 
lin finally made Russia great. The millions 
of deaths, the unremitting torture of life in 
an exploited countryside, the fatal flaws of 
state economic planning—they all go unre- 
ported. We just have one lone Mainland 
academic quietly saying at the end that the 
Soviet system had some flaws—a personal- 
ity cult, too much bureaucracy, and an in- 
ability to tackle rural poverty—which it 
failed to resolve and so fell apart. 

And so we arrive at the United States. 
Great Powers spends time on the original 
founders, various declarations and consti- 
tutions, as well as George Washington’s re- 
fusal to accept the crown. We then move to 
Franklin Delano Roosevelt, who saves 
America twice, once in a war against fas- 
cism, the other in a war against the excess- 
es of the “free market.” Roosevelt’s New 
Deal, intellectually backed by John May- 
nard Keynes, meant massive infrastructure 
work and the creation of social security. In- 
visible hands are fine, the narrator tells us, 
but visible hands are useful too. 
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So what are we to make of it all? Great 
Powers is clearly history from a country 
that is self-consciously building itself into 
the next great power. And that is some- 
thing that any country would want for it- 
self. But it is also history from a country 
that is intensely debating what kind of 
great power it wants to be, and which has 
some huge challenges to overcome before 
it gets there. Some local commentators 
have criticized the show for apparently 
suggesting that China is already great, 
when in fact it is still a very poor country, 
with a brittle economy, terrible environ- 
mental problems, a high degree of depen- 
dence on foreign technology, etc. 

These critics appear to have two targets. 
First, the “China threat” school headquar- 
tered in Washington D.C., which they fear 
will seize on such shows as evidence of Chi- 
na’s rise and its ambitions to undermine 
U.S. power. (Note to China threat school: 
Serious thinkers in Beijing seem to think 
war-mongering dictatorships come to bad 
ends.) Second, those in China itself who ar- 
gue for a much firmer foreign policy—the 
so-called “China Can Say ‘No’” school. I 
find such criticism a bit baffling to be hon- 
est. Project growth forward and China 
should be the world’s largest economy in 
just 30 years. The lesson of this show’s take 
on history is that economic might is a nec- 
essary condition of power in the interna- 
tional system—but not a sufficient one. So it 
seems eminently worthwhile to, first, rec- 
ognize China’s likely imminent elevation to 
great power status, second, consider what 
kind of power it wants to be, and third think 
about what change is required to make it a 
sustainable and peaceful power. 

In addition to a big economy, Great 
Powers also identifies a number of other 
ingredients for greatness; a strong and 
unified state (Portugal, Germany), open- 
ness to trade (Holland, et al.), invention 
and patents (Britain), keenness to learn 
from outside, even if opening up comes 
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forcibly Japan), a strong national identity 
and culture (France), responsible govern- 
ment finances (France) and education 
(Germany). The last episode sums things 
up. It spends quite a bit of time talking 
about “liberation of thinking” (sixiang jie- 
fang), a vague phrase which echoes River 
Elegy, and institutional reform—Britain’s 
de facto constitution provided the legal 
protection the free market model required. 
But government guidance to the economy 
(Germany, Japan) is also essential if you 
are catching up. 

Lots of ingredients then, but Great 
Powers is not a cookbook. This series does 
not portray tomorrow’s China in any de- 
tail—rather I think it expresses a general 
dissatisfaction with the way things are, 
and an internal debate over what comes 
after economic might. Many thoughtful 
people involved in the policy process seem 
to recognize that important decisions are 
often not made rationally. They recognize 
that the system seems unable to effective- 
ly prevent corruption or to nurture inno- 
vation. They also face the growing power 
of special interests and the increasing 
complexity and technical nature of their 
problems. And they fear that the current 
institutions in use—economic, social and 
political—are not up to the task. 

On economic policy, for instance, China 
evidently has already learned the lessons of 
open manufacturing trade, responsible gov- 
ernment finance, and is 110% oriented to 
absorbing foreign technology. But what 
should be the role of the state? How to bal- 
ance the hagiography of Stalin and the 
great regard for the U.S. free market? Invis- 
ible and visible hands working together is a 
nice image, but Great Powers does not ex- 
plain when, how and why state interven- 
tion works. 

This is a huge debate in China today— 
you see it in one policy arena after another, 
whether it is what to do with the yuan, how 
and when to reform water, petrol and elec- 
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tricity prices, and in the growing critical 
coverage of foreign company “takeovers” of 
sectors as diverse as logistics and soya bean 
crushing. On balance I think Great Powers 
probably backs the free market over state 
planning, but it’s a close run, and the devil 
is in the detail. 

And as for politics, the show’s cctv ed- 
itor and producer Ren Xue’an has denied 
any political agenda in interviews, and ap- 
parently the Party’s Propaganda Depart- 
ment played no active role in the show’s 
creation (although the subject of great pow- 
er emergence was reportedly discussed at 
a Politburo meeting three years ago, and 
seems to have been the original spark be- 
hind the show). Despite the protestations, 
many have interpreted sections of Great 
Powers as a call for some kind of political 
reform—that certainly was the view of sev- 
eral of my more thoughtful Shanghai and 
Beijing friends—or even a balloon floated by 
elements of the leadership in the run-up to 
the 17th Party Congress later this year. 

The spark to such thoughts most likely 
comes from the extended discussion of the 
British experience. This emphasized the 
critical nature of institutional constraints 
on power, rather than more radical ideas of 
multiparty democracy. And this finds 
echoes in recent efforts within the Chinese 
Communist Party to improve its own gov- 
ernance. This has included what seems to 
be a permanent anticorruption campaign, 
regular audits of government departments, 
retirement ages and reduction in the num- 
ber of provincial deputy party secretaries. 
Thoughtful Party folk are probably mulling 
over what comes next. Great Powers seems 
to suggest that the next step is allowing the 
National People’s Congress, China’s very 
constrained parliament, to operate as a 
semi-independent power center, able to 
monitor the executive branch. 

And beyond this? Multiparty democ- 
racy? Great Powers does indeed seem to 
suggest that to sustain power in the inter- 
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national system one needs to be a liberal 
democracy. Earlier this year Hu Jintao ad- 
viser Yu Keping’s essay “How to Under- 
stand Democracy” was widely circulated., 
Mr. Yu, who works within the core of the 
Party apparatus in Beijing, writes that de- 
mocracy is a good thing since it “guaran- 
tees that sovereignty resides with the 
people” and “protects basic human rights.” 
He goes on to enumerate democracy’s 
faults (its vulnerability to special interests, 
its inefficient decision-making process, 
etc.) but concludes that it is the best of a 


bad lot of political systems. Put Great Pow- 


ers and “How to Understand Democracy” 
together though, and there is the begin- 
ning of something interesting on the po- 
litical front. 

In conclusion then, Great Powers is a 
sign of both the extraordinary confidence 
that is beginning to bubble up among many 
in China, and the confusion of a thought- 
ful few who know that despite the impres- 
sive economic gains of recent years, real 
great power status is still a long way away. 
If China wants to be a great power it needs 
to change. On the economic front, there is 
probably more room for free markets, with 
the government running a European cen- 
ter-left welfare state and learning to de- 
fend intellectual property. Reform of 
China’s political institutions is also re- 
quired, the series seemed to suggest, but 
the first steps will be limited constraints 
on power and the development of an “open 
society” rather than full-blown multi-par- 
ty elections. 

Great Powers was neither just good 
television nor a blueprint for tomorrow’s 
China. Just what it was—besides repre- 
senting the first time in a long time a seri- 
ous debate about China’s future has spilled 
over into the public arena—is too early to 
tell. But as China continues to rise, it will 
inevitably bump its head on the glass ceil- 
ing imposed by today’s institutions, and 
that debate will only get louder. = 
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Better Shape Up: Basel IT 
Signals Change for Asia’s Banks 


by Philip D. Sherman and Corinne Neale 


HE FORMAL IMPLEMENTATION 
this year of the New Basel Capital 

Accord may mark the beginning 
of a new era in banking history. The jury 
will be out for some time on the results, 
whether in the OEcD or in developing Asia, 
but there can be little question about the 
magnitude of what the banks and their 
regulators have to do. 

The accord builds on the premise that 
risk is always present, and its management 
is the essence of banking. This has not al- 
ways been true. In past eras, banks have 
sometimes simply tried to avoid risk, and 
at other times they have ignored or disre- 
garded it. Old fashioned “relationship” and 
“political/policy” lending, which got many 
Asian banks into a lot of trouble, now must 
be abandoned, and risks clearly assessed, 
although this change will obviously not be 
immediate or total. 


Asia’s banks and their regulators are 
indeed now into full-scale, voluntary im- 
plementation of the accord, following their 
OECD counterparts into new and not total- 
ly explored territory. The accord, promul- 
gated in 2003 for “internationally active” 
OECD institutions after several years of dis- 
cussion between regulators and the bank- 
ing system, has now spread across the 
world as a sort of gold standard for the 
world’s banking systems. It is being imple- 
mented beginning this year, defying the 
skeptics who predicted that it would never 
see the light of day. 

The promise of “Basel II”—as it is called 
after the Swiss-German city where its cre- 
ator, The Basel Committee on Banking Su- 
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pervision, operates—is to set strong 
operational, risk-sensitive capital-adequacy 
and disclosure standards for the industry, 
strengthening it against the kind of prob- 
lems that afflicted Asia in 1997-98. By link- 
ing bank capital, pricing and portfolio 
policy in a structured way following the 
principles of modern financial theory, the 
accord is bound to have important effects 
on how banking is done, which in turn will 
affect who can borrow, how much and on 
what terms and conditions. 
Although financial theory 
is of course complicated, 
the basic concept is that re- 
turns on bank assets (and 
the equity which supports 
bank balance sheets) 
should be commensurate 
with the risks that the 
banks are running. 

Basel II is articulated 
into three “pillars.” Pillar 
One deals with capital-adequacy calcula- 
tions in respect to credit, market and op- 
erational risks. Pillar Two addresses 
supervision and bank management, includ- 
ing an additional layer of capital-adequacy 
review, focusing on risk diversification and 
capital behavior under stress, and extensive 
“best practice” standards. And Pillar Three 
focuses on public disclosure of risks. 

In the debate on whether regulations 
change business or vice versa the argu- 
ments are still mixed, but Basel II offers 
strong promise as a new business catalyst. 
For instance, by directly linking quantifi- 
able credit default and recovery risks to 
capital charges under Pillar One, banks will 
have a tool and a more direct incentive to 
manage their capital resources and to in- 
volve their business units in the process. 
This will ultimately create a change in the 
mindset of Asian banking away from vol- 
ume of loans pushed out the door and more 
toward creation of shareholder value, espe- 
cially if constituent business units get re- 


| Basel IT will : 
help Asian banks | 
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management. 


warded as a function of their contribution 
to the bank’s risk/return profile. 

More threateningly (for the banks), by 
creating transparency and facilitating com- 
parisons under Pillar Three across loans, 
business lines and banks, Basel II may also 
less directly change banks’ lending behav- 
ior. In the process bank management should 
be strengthened, both through the specific 
managerial and process requirements em- 
bodied in the accord and through the sanc- 
tion of having applied 
modern financial theory. 

Basel implementation 
comes at the end of a long 
discussion process. This 
has been positive in en- 
couraging dialogue be- 
tween banks and 
regulators, which has also 
started up in Asia to a pre- 
viously unseen extent. 
However, although Basel 
II promises more transparency and a ratio- 
nal framework, like most international 
agreements it is the result of a lot of com- 
promises. As a result, the agreement is 
highly complex, and, like the proverbial el- 
ephant perceived by five blind men groping 
at different parts of the animal, the multi- 
megabyte accord means different things in 
different places. Local implementations 
may vary and national regulators have a 
wide range of discretions which may ren- 
der international comparisons difficult. 

Europe has taken up the accord in legal 
form requiring all banks to conform. This 
has the result of forcing public-sector, co- 
operative and mutual banks to increase 
their capital, leveling the playing field with 
their investor-owned competitors. Ideally 
(from some viewpoints) this should base 
up pricing, since everyone will have to 
earn returns on the same level of capital. 

Basel II is a major source of conflict in 
the U.S., which has still to agree on imple- 
mentation rules. The big banks view it as 
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already anachronistic—it has taken 10 
years to complete and much financial mar- 
ket-risk thinking and practice has evolved 
during that period. It is also unnecessary 
in the sense that to maintain AA credit rat- 
ings, U.S. banks need to hold capital well 
in excess of the regulatory requirement. 
Meanwhile the smaller banks feel that Ba- 
sel II discriminates against them by oblig- 
ing them to hold relatively more capital 
than larger banks. 

Asian regulators have taken their time 
but have now set out Basel implementation 
requirements across the region. Only Ja- 
pan is really required to implement but all 
major countries have taken up the chal- 
lenge. In terms of capital-adequacy calcula- 
tions under Pillar One, in Japan, South 
Korea and Singapore, banks will be asked 
to implement the so-called Internal Rat- 
ings-Based (IRB) statistical methodology to 
calculate their credit-related capital re- 
quirements. Other jurisdictions are requir- 
ing banks to implement the so-called 
Standardized Approach, where regulators 
specify the amount of capital to be held vis- 
à-vis assets of different risk levels. Regula- 
tors in principle want all banks to move 
toward IRB since the statistical methods 
implicit in IRB compliance are considered 


vanced approach (AIRB) to 
using internal ratings for 
regulatory calculations. 

Pillar One is extremely 
complicated, and has at- 
tracted most of the attention in Asian Ba- 
sel II implementation. However, Pillar 
Two’s focus on a broad view of the risk 
portfolio and capital requirements, and es- 
pecially on operating standards, is also 
very important for many Asian banks that 
fall short of best practice standards. The 
Hong Kong Monetary Authority in partic- 
ular has given great emphasis to Pillar 
Two on the grounds that sound banking is 
first and foremost a matter of good plan- 
ning, and sound management and mana- 
gerial process. Many other regulators have 
not been so clear conceptually. 

Pillar Three requires extensive disclo- 
sures, on the theory that if the market 
knows how much risk a bank is taking, it 
will rein in those who are being imprudent. 
At this point, Asian banks generally do not 
have the information systems to create such 
information, let alone publish it. 

Adherence to the substance of the New 
Basel Capital Accord will be an important, 
positive development for the Asian banking 
system and regulators are well advised to 
push for it. A banking system that reflects 
the “best of Basel” will do a much better job 
for Asian economies and taxpayers, who 
have so often been forced to eat the results 
of poor banking. 





But if the potential benefit is large, get- 
ting there will not be easy. Regulators have 
left it to banks to demonstrate that they 
match the intent and substance of the ac- 
cord. The “burden of proof” is heavy and 
requires factual evidence as well as a 
sound understanding of risk management 
and communication skills, all of which are 
in their infancy in most of Asia. 

An issue which is not confined to Asia is 
that of the perceived reliability of credit- 
risk quantification models. Best practice 
standards require banks to ground risk- 
quantification methods on observable, sys- 
tematically collected, consistent and “clean” 
historical evidence and to extrapolate, sim- 
ulate and stress it statistically in the future. 
Although there often are enough defaults 
to build models, including for Asian mid- 
dle-market portfolios, proving beyond a 
doubt that models are “working” requires 
new skills. Identifying and collecting data 
which indicates the probability of default is 
always a major job. 

Moreover, under current competitive 
conditions, many Asian banks are finding 
that their quantification of risk and re- 
ward—getting their pricing to reflect per- 
ceived risk—is quite difficult in today’s 
markets. Coupled with a surplus of ac- 
counting capital in many countries—which 
may change as regulators tighten up fol- 
lowing the industry’s return to relative 
post-1997 financial health—motivating or- 
ganizations to develop sound risk-and-re- 
turn thinking will not be easy if the needed 
pricing cannot be obtained in the markets. 

The “best practices” standards of Pillar 
Two in particular, which represent ideals 
that are not necessarily already implement- 
ed in the OECD, are rather above common 
practices in most Asian banks, with some 
notable exceptions. Most of this is “good 
basic banking,” the existence of which is as- 
sumed by the Basel regulators. Asian banks 
thus have a tremendous training and cul- 
ture-building task ahead of them. 





An issue at many banks is senior man- 
agement commitment. The methodologies 
implicit in Pillar One represent the future 
direction of the world’s banking and financ- 
ing industry, but in many banks, seniors are 
inadequately involved in the development 
and use of these technical concepts. Too 
much is left to the risk-management spe- 
cialists, and the measurement and manage- 
ment of quantifiable risks is often not 
considered as an essential business activity. 
We do, however, observe in more visionary 
banks that risk-management executives are 
being increasingly considered part of the 
senior management group. 

Banks will have to conduct extensive 
training of staff both to collect the data 
needed for Pillar One and to meet the pro- 
cess requirements of Pillar Two. Reorien- 
tation away from volume-based business 
objectives and toward a risk-and-return 
approach will, as mentioned, be critical. 
This must also be supported by changes in 
compensation policies. 

A final issue is the environment sur- 
rounding banks—in many countries the le- 
gal and collection environment is unduly 
skewed to borrowers, who can get away 
with all kinds of unacceptable behavior. 
All the good internal process in the world 
will fail if banks cannot enforce their 
claims in reasonable ways, against bor- 
rowers and in realizing collateral. A chal- 
lenge for Asia—and indeed the whole 
world—is that not only do the banks have 
to raise standards, so do the supervisors. 

The good news is that many of Asia’s 
large banks, recovering from the 1997-98 
shock, are now hard at work implementing 
Basel II, which if correctly interpreted 
means they are building up their risk-man- 
agement capabilities and ultimately com- 
ing to a good understanding of their capital 
requirements as a function of risk. Over 
time, this will enable the banking systems 
to make more effective contributions to 
sound economic growth in the region. © 








Tapping China’s Booming 
Retail Banking Market 


by Bruno Lannes, Oliver Stratton, Gary Turner and Frank Su 


HE PEOPLE OF China are world- 
T class savers who routinely bank 

more than a quarter of their in- 
comes. But they are also beleaguered con- 
sumers. Long held captive to state-owned 
banks that haven’t invested much in woo- 
ing them, they earn virtually nothing on 
their deposits, have minimal access to per- 
sonal loans or lines of credit, and they 
must tolerate long waits at branch offices 
offering poor service for their trouble. 
That’s all beginning to change. 

With the opening in late 2006 of Chi- 
na’s financial services sector to global 
competition consistent with wTo guide- 
lines, foreign banks will be freer to chal- 
lenge domestic banks’ lock on China’s 
savers and borrowers. Under the new 
rules, foreign banks are required, like 
their domestic competitors, to incorporate 
their Chinese subsidiaries locally, commit 
a minimum capital of one billion yuan 
($127 million) and hold at least 100 million 
yuan of operating capital in each branch. 
To be sure, foreign banks are still ham- 
strung by rules that limit total loans they 
issue to no more than 75% of the deposits 
they attract. And they have to have oper- 
ated in China for at least three years and 
be profitable for two consecutive years be- 
fore they become eligible for a domestic 
retail banking license. Less formal restric- 
tions will likely continue to impede full 
market access for foreign banks, but these 
historic opening moves portend a vast new 
array of choices in financial services for 
Chinese consumers. 

The gradual leveling of the competitive 
field has banks jockeying for position. The 





competition pits top foreign-owned 
banks—which are buying stakes in Chi- 
nese institutions—against the four mam- 
moth state-owned national banks, with 
branches numbering in the tens of thou- 
sands. Also in the fray are China’s 112 city 
commercial banks—each operating main- 
ly in the territory surrounding a large pro- 
vincial city—and 13 domestic joint-stock 
banks—more market-oriented institutions 
that are sprouting branch offices in Chi- 
na’s major commercial centers. 

The prize awaiting the banks that can 
win Chinese consumers’ hearts and wal- 
lets will be huge. Chinese savers hold some 
325 million individual accounts, totaling 
nearly $1.8 trillion. Meanwhile, rapidly 
rising personal incomes are feeding de- 
mand for credit and investment products. 
The total value of mortgage loans is fore- 
cast to jump to some $725 billion and gen- 
erate over $3 billion in banks’ after-tax 
profits by 2010. And a projected fivefold in- 
crease in the number of households that 
can afford to purchase a car is expected to 
increase the total value of car loans to 
nearly $50 billion by decade’s end. 

But what will consumers look for from 
retail banks as the courtship heats up? To 
find out, Bain & Company commissioned 
an exclusive survey based on face-to-face 
interviews with nearly 7,500 customers of 
20 domestic state-owned and publicly 
traded joint-stock banks in eight major cit- 
œ~: Mr. Lannes ts a partner in Bain & Company’s 
Shanghai office, and Mr. Su is a manager there. 
Mr. Stratton is a partner in the firm’s Hong Kong 
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ies. The results document respondents’ 
generally low opinions of the retail bank- 
ing options available to them today. They 
also point to a long agenda of improve- 
ments that banks aspiring 
to be customer-focused 
leaders will have to ac- 
complish as a competitive 
financial-services market- 
place takes shape. 

The key finding: Chi- 
na’s banking masses are 
restless, and their business 
is up for grabs. Respon- 
dents were asked to rate, 
on a scale of zero to 10, 
“How likely are you to rec- 
ommend your bank to a friend or col- 
league?” Those answering with atop rating 
of nine or 10—a group we categorize as 
“promoters”—were vastly outnumbered by 
“passives” and “detractors,” who answered 
with scores of seven or eight and zero to six, 
respectively. Subtracting the percentage of 
detractors from the percentage of promot- 
ers yields a Net Promoter” score (NPS)—a 
number that Bain research has found to be 
the single most reliable predictor of organ- 
ic growth. With an NPs of just 4%, consum- 
ers are delivering a strong declaration of 
dissatisfaction with business as usual. 

The Net Promoter results were not uni- 
formly bleak, however. Beneath the aggre- 
gate score lurk big differences from city to 
city and bank to bank—even from branch 
to branch within a given institution. We 
found telling differences among custom- 
ers by such key demographic characteris- 
tics as household income, occupation and 
age group—with wealthier, more profes- 
sional and younger consumers showing up 
among the most dissatisfied. 

With ordinary Chinese customers now 
beginning to have a large say in which fi- 
nancial service providers will succeed or 
fail, banks that develop the capacity to cul- 
tivate promoters stand to gain a big lead 
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over their rivals. On average, Chinese con- 
sumers maintain between two and three 
accounts at as many different institutions, 
simply because no one bank can adequately 
service all their needs. 
Banks that make conve- 
nient one-stop banking 
possible should reap a bo- 
nanza from grateful cus- 
tomers eager to consolidate 
their accounts. 

With so much at stake, 
foreign and domestic 
banks should focus on 
three large tasks: finding 
their true customer assets, 
connecting with affluent 
consumers and building the foundations of 
a genuinely customer-centric bank. 


Identifying customer assets 


AS FOREIGN AND Chinese banks scramble 
to forge alliances, they must be able to 
identify capabilities in their potential 
mates that allow them to accomplish as a 
team what neither can do alone. But it’s 
hard to find the perfect partner; the real- 
ity is that each side brings to any collabo- 
ration some distinct disadvantages. For 
their part, foreign banks remain handi- 
capped by government regulations despite 
the formal market opening. Ownership 
stakes in a Chinese bank remain capped at 
20% for one foreign investor, and 25% for 
all non-Chinese equity stakeholders. Thus, 
international banks will have to work with 
well-situated domestic allies to assemble 
anything more than arudimentary branch 
network, and they will want to tap their 
Chinese partners’ established relation- 
ships with regulators to help open doors 
to future expansion. 

Meanwhile, it may prove difficult to 
spot any customer-friendly qualities that 
domestic banks may possess. Even after 
years spent trying to shed nonperforming 
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loans, the balance sheets of most large 
state-owned banks remain weak. They 
will be looking to their Western partners 
for infusions of capital, advanced informa- 
tion technology, management expertise 
and help developing new products. 
Because of the ownership limits that 
will continue to constrain them, foreign 
banks will want to place their bets care- 
fully. Identifying domestic banks that 
score high with customers—or that dem- 
onstrate a commitment to invest in culti- 
vating them—should be high priorities for 
any foreign institution. The odds look best 
in six East-coast provinces of Guangdong, 
Shanghai, Shandong, Beijing, Zhejiang and 
Jiangsu, where China’s economic growth 
is concentrated and which together ac- 
count for half of all deposits and loans. 
Among banks based in this region’s eight 
top urban centers, the Bain NPS survey 
found a wide variation in consumers’ rat- 
ings of the 20 major banks we examined, 
ranging from a strong 34% to a deeply dis- 
affected minus 37% (see chart above). 
The “Big Four” state-owned giants look 
like especially poor prospects as part- 
ners—all fell far below the average for the 
banks in the study, and their sheer size 
makes them unlikely to easily be set 
straight. More promising are the city com- 
mercial banks clustered near the top of the 
rankings and the joint-stock banks, which 
are answerable to shareholders. Nine of 
the 10 top-rated banks in the Bain survey 


were city commercial banks, underscoring 
the fact that retail banking remains a local 
business. 

Cultivating a strong local partner in a 
big urban center is helping HsBc establish 
an early competitive edge, for example. 
Announcing its goal to become China’s “lo- 
cal international bank,” the big London- 
headquartered firm stirred widespread 
skepticism when it paid $63 million in 2001 
to buy an 8% stake in the Bank of Shang- 
hai—one of the first strategic investments 
made by a foreign bank in China. With its 
base of more than 200 branches serving 
some 8 million customers in China’s most 
vibrant commercial center, Bank of Shang- 
hai had plenty of superficial appeal for a 
newcomer wanting to jump-start its pres- 
ence on the Chinese mainland. But like 
most state-owned banks, it was hobbled by 
antiquated operating systems and no insti- 
tutional aptitude for customer service. 

Since teaming up with HSBC, Bank of 
Shanghai has reinforced its balance sheet, 
raising its capital-adequacy ratio to a 
healthy 11.1%. Tapping HSsBC’s technical 
expertise, the bank upgraded its core ser- 
vice center to speed up the processing of 
account transactions. But perhaps the big- 
gest transformation was a fundamental 
change in attitude about customer service. 
Instead of forcing customers to settle for 
the products and services the bank deigned 
to offer, products are being tailored or re- 
designed to fit customers’ needs. In early 
2004, Bank of Shanghai issued the first 
foreign-currency-denominated credit card 
co-branded with HsBc, and expects the 
number of cards in use to increase to one 
million this year. Bank of Shanghai will 
also soon begin offering small business 
loans through all branches in its network. 
The new focus on pleasing customers has 
elevated Bank of Shanghai’s Net Promoter 
score to a healthy 19%, the top rating 
among the nine banks serving China’s sec- 
ond-most populous city. 





Pamper affluent customers 


ONE CUSTOMER GROUP that will be square- 
ly in the cross hairs of any retail bank hop- 
ing to build a profitable presence is China’s 
newly affluent population. A large and 
fast-growing group, this segment compris- 
es the wealthiest 20% of Chinese house- 
holds—some 75 million strong—with 
annual incomes exceeding 20,000 yuan 
($2,500). At the upper reaches of China’s 
widening wealth distribution, the number 
of Chinese with investable assets of 
$100,000 or more now exceeds 4.5 million 
households, a near doubling in the past 
five years. And at the very top of the lad- 
der, the wealthiest 1.6 million households 
own assets totaling $820 billion, second 
only to Japan as Asia’s largest market for 
wealth-management services. 

What makes the newly affluent espe- 
cially attractive is their profit potential to 
banks that win them as customers. Al- 
though the well-off make up just 2% of 
banks’ retail-customer base, they account 
for more than half of all bank profits. 
Banks will have to work for their money. 
Indeed, as the incomes of respondents in 
the Bain survey increased, the Net Pro- 
moter scores they gave their current bank 
plunged, making these discriminating cli- 
ents the likeliest to switch their financial- 
services provider as choices expand (see 
chart nearby). 

Foreign banks look to be the biggest 
beneficiaries of such discontent. They 
bring to China decades of experience serv- 
ing wealthy clients in their home markets. 
Moreover, because high-income Chinese 
are concentrated in the large cities on Chi- 
na’s East coast, foreign banks can provide 
a full complement of services with just a 
few domestic branches. Finally, their ex- 
tensive international network of offices 
makes it easier for foreign banks to con- 
nect their Chinese customers to banking 
services around the world. 
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Like many big foreign banks, U.K.- 
based Standard Chartered is making the 
pursuit of high-net-worth customers a 
centerpiece of its China strategy. Now 
with 11 branches and four sub-branches in 
China’s biggest cities, Standard Chartered 
launched its “Priority Banking” service for 
its wealthiest customers, who maintain an 
average quarterly account balance of at 
least $100,000. The bank cossets these 
top-tier clients with personal financial ad- 
visers, poshly appointed banking centers, 
a wide range of foreign-currency invest- 
ment products and a dedicated 24-hour 
customer-care hotline. Extending its reach 
to less affluent customers, Standard Char- 
tered also offers a more accessible “Inte- 
grated Banking Service” with lower 
balance minimums. In early 2006 the bank 
introduced “Easigo” electronic travel 
checks, making it possible for Chinese na- 
tionals to use an electronic payment card 
for purchases and cash withdrawal when 
they travel overseas. 

It will not be easy for domestic banks to 
match their foreign rivals’ expertise in ca- 
tering to wealthy customers. But some are 
beginning to add convenience and techni- 
cal innovation in an effort to reach China’s 
newly affluent small-business owners and 
professionals. For example, Industrial and 
Commercial Bank of China (1cBc), with 
20,000-plus branches and more than 100 
million account holders, has invested heav- 
ily to develop its online “Banking @Home” 
service, allowing computer-savvy account 








holders to bypass crowded teller windows. 
By the end of 2005, icBc Internet banking 
had attracted nearly 15 million personal 
customers and 325,000 corporate accounts, 
with a trading volume totaling some $5 tril- 
lion. According to a Bain analysis, the pen- 
etration of Internet banking services in 
China will reach 30% of all computer users 
by 2008—about the same level attained in 
the U.S. in 2002. 


Build a customer-centric bank 


AS DOMESTIC BANKS and foreign strategic 
investors tackle the large job of sorting out 
their partnership relationships, they will 
also have to give customers a prominent 
place at the table. The Bain survey found 
that Chinese customers couldn’t be clear- 
er about what they want. The list of prod- 
uct and service features that consumers 
identify as important to their banking ex- 
perience is a long one—ranging from pri- 
vacy safeguards and accuracy in handling 
transactions to the perceived strength of 
the bank’s brand name and the breadth of 
products offered. But the Bain survey 
found that about one-half of both promot- 
ers and detractors interviewed cited the 
same three service attributes—a conve- 
nient branch network, short waits for ser- 
vice and helpful bank staff—which they 
said most influence their attitude about 
their bank. 

The benefits that redound to banks that 
consistently provide an outstanding cus- 
tomer experience are hard to overstate. 
Among respondents to the Bain NPs sur- 
vey, promoters were twenty times less 
likely than detractors to defect to another 
bank. Promoters were also more than 
twice as likely as detractors to recommend 
their bank to a friend or colleague. And 
they are more willing to concentrate their 
accounts in a single bank, vastly increasing 
the lifetime value of the relationship. 

The Bain NPs study found early signs of 





banks that are becoming more customer- 
focused. China Merchants Bank, one of 
the new breed of publicly listed, national 
joint-stock company banks, looks primed 
to be one of them. Originating as a second- 
tier bank headquartered in the booming 
southern city of Shenzhen, China Mer- 
chants used to be overshadowed by the gi- 
ant state-owned banks and the local city 
commercial bank that dominated corpo- 
rate lending. Responsive to shareholders 
since floating its initial public offering in 
2002 in Shanghai, the senior management 
team committed to differentiate their in- 
stitution by becoming a full-service na- 
tional retail bank. Over the past three 
years, China Merchants became one of the 
first banks to offer fixed-rate mortgages, 
giving prospective homebuyers—qualified 
applicants with good credit records and 
willing to open long-term accounts—the 
lowest borrowing rates in the industry. 

The formula is working. Though the 
bank is only China’s sixth-largest in terms 
of total assets, it has become one of nation’s 
foremost issuers of credit cards, with five 
million in circulation. Through the end of 
2005, customer deposits grew nearly 24% 
over the prior year, to around $80 billion, 
capping two successive years when profits 
grew at a double-digit rate. China Mer- 
chants President Ma Weihua expects retail 
revenues to double as a proportion of total 
revenues, to 40% by 2010, and he looks for 
the bank’s branch network to more than 
double, to more than 1,000 offices. 

Even as domestic and foreign rivals 
scurry for advantage as the regulatory bar- 
riers fall, the job of implanting a customer- 
centric mindset where none previously 
existed will require a years-long effort. As 
they build alliances, compete to serve the 
newly affluent and address a long legacy of 
service shortcomings, banks that make 
China’s restless consumers their partners 
will lead the long march to a consumer- 


friendly—and profitable—future. g 





In Search of New Fortunes, 
China’s Banks Venture Abroad 


by Rick Carew 


TACKS OF LETTERS from invest- 
ment bankers sit on Pan Gongsh- 
eng’s desk. As he steps from 
behind the desk, the man who led the 
world’s largest initial public offering by 
Industrial & Commercial Bank of China of 
$21.9 billion in October, eases to the couch 
and begins to talk about how China’s big- 
gest bank is looking beyond the ipo and 
aiming overseas. “We have to follow big 
Chinese companies as they go abroad,” he 
says noting that csc is looking to expand 
in Southeast Asia, Africa, North America, 
Europe—wherever the footprint of Chi- 
nese companies can be felt. Towards that 
goal, Mr. Pan says IcBc will make acquisi- 
tions at “the right time and right price.” 

He then smiles and says “a lot of invest- 
ment banks are approaching us with ideas.” 
Mr. Pan and dozens of other senior Chi- 
nese bankers are steering their institu- 
tions beyond their borders, a journey that 
will test China’s new outward assertive- 
ness and ability to mesh commercial aims 
with political goals. 

Awash in cash after raising billions of 
dollars in Pos, China’s biggest state banks 
are now hunting for ways to deploy that 
war chest. They are keeping a large portion 
of their money overseas to maximize re- 
turns and snatch up assets abroad—buying 
them diversified revenue streams and 
transforming them into global players. 

Few analysts would have predicted the 
current push by cash-rich Chinese banks 
to build their regional and global presence 
through mergers and acquisitions just five 
years ago, when the creaky state giants 
were pleading for government bailouts to 
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write off mountains of bad loans. 

Those bailouts and the subsequent Iros 
of three of China’s four biggest banks fed 
into investors looking to buy into the China 
story. As Chinese banks’ bad loan portfo- 
lios cleared, global investors have gobbled 
up $42.3 billion shares in China’s state 
banks over the past year and a half, seeing 
them as the best plays to capitalize on Chi- 
na’s rapid growth, which sizzled at 10.7% 
in 2006. Banks can typically grow their 
lending at around twice the pace of econo- 
my-wide growth, meaning they can gener- 
ate profits quicker than almost any other 
industry in an economic upswing. Inves- 
tors hope that in China, where a long boom 
has reined for nearly a decade, the newly 
retooled state banks and their 5,000-plus 
branch networks will have the scale to cap- 
italize on that growth big time. 

That investor enthusiasm, which some 
analysts call speculative, has put the Chi- 
nese banks in a peculiar situation. Their 
new private shareholders are buying their 
stock to take advantage of China’s domes- 
tic growth, but government steps to rein 
in the surging domestic investment that 
fuels economic growth make it difficult for 
them to bring cash back into China to lend 
to customers. 

As a result, Chinese banks are now 
looking outside their borders to deploy 
that money. It fits nicely into China’s “go 
abroad” strategy to build a core cluster of 
globally competitive enterprises. A strong 
banking system with worldwide reach is 


mamnaaaerem aana N A aiee n e maaana a inn ana ai a 


axe Mr. Carew is a Betjing-based correspondent 
with Dow Jones Newswires. 








ICBC made its first overseas acquisition in January of this year with 
the purchase of a 90% stake in Indonesia’s Bank Halim. 


essential to that strategy, providing Beijing 
ample funds to back bids for assets and fi- 
nancial support for Chinese state compa- 
nies in the countries they operate. 
Fortunately for their new shareholders, 
their initial steps to acquire abroad point 
to a focus on fulfilling clear strategic ob- 
jectives while avoiding splashy acquisi- 
tions that could stoke political backlash. 
Thus far, China’s top three state banks 
have snapped up a Singaporean aircraft 
leasing firm, Bank of America’s Hong Kong 
retail operations, and a small Indonesian 
bank—each an incremental step toward 
building their regional presence and di- 
versifying their revenue streams. 


Keeping it cool 


BUT WHY NOT convert the overseas por- 
tion of the $42.3 billion raised in the IPOs 
into yuan? The banks could use those 
funds to boost their lending at home, 
where profit margins are growing and 
strong economic growth feeds investment 
demand. As any customer of a Chinese 
bank would agree, another key area they 
could improve is customer service by 
boosting staff training and salary budgets, 
allowing them to compete better on high- 
end retail banking against incoming for- 
eign banks who are ramping up their 
operations in high-profit cities such as 
Shanghai and Beijing. If foreign banks see 
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China as the key growth market for them, 
why shouldn’t domestic banks be investing 
more at home too? 

The answer is simply that Beijing won’t 
let its banks pump those funds back into 
their onshore business. The government 
fears rapid loan growth will feed overin- 
vestment and test unproven risk-manage- 
ment systems. The state banks don’t have a 
good record on this count—they have yet to 
make it through a full credit cycle without 
needing government bailouts. Investment 
in improving bank infrastructure would di- 
rectly add to the overall investment boom. 

Over the past two years, China’s for- 
eign-exchange reserves have soared as the 
gulf between China’s exports and imports 
widened and investors poured more money 
into China. Besides the 1po funds, the State 
Council recapitalized the state banks with 
$60 billion to reduce its foreign-exchange 
reserves as pressure mounted on the yuan 
to rise. Central Huijin Investment Co., a 
government-policy vehicle, injected the 
first $45 billion of that into the banks in 
December 2003. Central Huijin required 
the banks to hold the funds for three years, 
and in return guaranteed them an 8.28 
yuan per dollar exchange rate. While the 
banks have repatriated some of the IPO 
funds and begun activating the clause that 
allows them to gradually repatriate the 
capital-injection money, regulators are 
keeping a tight lid on those inflows. 

The problem: State banks converting 
large amounts of U.S. dollars back into yuan 
either drive up the yuan’s value or force the 
central bank to step in to buy the dollars, 
tacking them back onto the country’s $1.07 
trillion in official foreign-exchange re- 
serves. Beijing fears letting inflows push up 
the value of the yuan quickly because it 
could stoke stronger speculation on yuan 
appreciation, bringing in “hot-money” in- 
flows. And the foreign reserves are already 
bloated—China’s State Council is currently 
drafting plans for a new state investment 








agency to take roughly $200 to $300 billion 
out of the foreign-exchange reserves be- 
cause they’ve exceeded the amount China 
needs to stave off a balance of payments cri- 
sis and the ultrasafe investment strategy 
central banks pursue with reserves means 
they generate very low yields. In short, for 
a country where large swaths of its popula- 
tion remain impoverished its $1.07 trillion 
in reserves are an embarrassment of riches. 
Any move by the banks to add to that would 
be politically risky. 


Regional expansion 


TO THEIR CREDIT, Chinese banks have 
taken in the lessons of Cnooc’s failed pur- 
chase of U.S. energy firm Unocal, and 
steered clear of going after a U.S. regional 
lender or medium-sized global bank, such 
as Standard Chartered. 

State-owned Cnooc’s bid, which had 
the backing of China’s top power brokers, 
pitted China’s state-owned business em- 
pire against its fiercest critics in the U.S. 
Congress—an area where it held none of 
the cards. The seeming strength of its 
bid—Cnooc’s willingness to pay top dol- 
lar—served to further undermine the deal 
by highlighting its state-bank financing 
and hinting at geopolitical ambition out- 
stripping economic sense. That failure 
rang through the halls of power in Beijing, 
dealing a major—if only temporary—set- 
back to China’s overseas expansion plans. 

Lenovo’s acquisition of I1BM’s personal 
computer business and Tcl’s purchase of 
Thomson’s television production business 
both point to another major problem Chi- 
nese banks are taking care to avoid. Chi- 
nese firms are behind the curve when it 
comes to picking big-ticket assets, buying 
up assets that have famous names and size- 
able market share but don’t turn a profit. 

Chinese firms, including banks, are 
scaling down their ambitions and taking 
aim in Southeast Asia where Chinese com- 


panies and overseas Chinese play a larger 
role in economies. Trade with other Asian 
countries makes up more than 50% of Chi- 
na’s total trade. The U.S. accounts for just 
over 16% of China’s trade. 

China’s three biggest overseas-listed 
banks have each made their first post-1Po 
acquisitions, gradually adding to their re- 
gional presences. In August, China Con- 
struction Bank Corp. made the first move, 
buying the Hong Kong and Macau retail 
banking assets of Bank of America, its for- 
eign strategic investor. The bank paid $1.2 
billion for the 17 branches. While many 
analysts see the Hong Kong retail-banking 
market as saturated, it gives China Con- 
struction Bank stronger links to other 
Asian markets and brings experienced, 
customer-service oriented staff into its 
fold. The buy makes China Construction 
Bank the ninth-largest lender in Hong 
Kong, bringing its market share closer to 
its two other state bank rivals. Bank of 
China (Hong Kong), which is one of three 
issuers of the Hong Kong dollar, has about 
300 branches, and 1cBc’s Hong Kong arm, 
ICBC (Asia) has built up a network of 38 
branches. 

Bank of China made what appears to be 
the smartest buy so far. In December it won 
the bidding for Singapore Aircraft Leasing 
Enterprise (SALE), paying $965 million for 
the largest aircraft lender based in Asia 
with a fleet of 63 planes. The purchase lets 
Bank of China quickly tap into Asia’s rap- 
idly growing regional aviation market and 
diversifies its revenue stream away from 
lending. SALE also complements the bank's 
domestic strategy—China’s banking regula- 
tor in late January set rules to allow Chi- 
nese banks to enter the leasing business, 
allowing Bank of China to leapfrog its com- 
petitors for domestic market share. SALE 
counts one of the country’s three biggest 
airlines as a customer—China Southern 
Airlines. Chinese airlines are the world’s 
biggest plane buyers, swamping the growth 





of other markets. (European airplane man- 
ufacturer Airbus expects China will need 
more than 3,000 commercial aircraft over 
the next 20 years.) 

ICBC, the country’s biggest bank by as- 
sets, chose to place its first footprint in In- 
donesia, buying 90% of Bank Halim, a tiny 
lender based in Surabaya on the island of 
Java. The deal, which had been in the 
works for several years, is a cautious first 
step for the bank. 

However, ICBC could become the most 
aggressive of the banks to 
grow abroad because of its 
core clients—big state- 
owned enterprises. As 
they demand more global 
financing, IcBc will step 
up to try to provide it. ICBC 
has already set up a trad- 
ing center in Hong Kong to 
complement its traders in 
Beijing. In February, ICBC 
turned the team of 20 
staffers that worked on 
the bank’s restructuring 
and IPO into a strategic 
management department, charging them 
with developing a strategic roadmap for 
the bank as well as supervising overseas 
mergers and acquisitions. 


Flying too high? 


THIS OUTWARD PUSH, which looks smart 
in its first baby steps, faces significant risks 
going forward. As big global banks have 
learned, making acquisitions outside your 
home market is a matter of selling yourself 
to a host country’s regulators as beneficial 
to the local economy—by shoring up a 
weak financial system with cash or install- 
ing international best practices into local 
institutions via strategic investments. 
Unlike Citigroup or HsBc, Chinese 
banks can’t pitch themselves to local regu- 
lators as able to bring world-class risk 
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management, financial products, or train- 
ing programs to local institutions. All 
three of the state banks now looking to go 
abroad sold strategic stakes ahead of their 
1Ppos to Bank of America, Royal Bank of 
Scotland and Goldman Sachs in an effort 
to tap their expertise and credibility. But 
no Chinese banke: would say their bank 
has learned enough at this stage from their 
partners to match top-tier global banks. 

Instead, Chinese banks will rely on their 
ability to outspend rivals and the eagerness 
of many developing coun- 
tries to cozy up with the 
Chinese government— 
which the state banks 
proxy more than any other 
Chinese companies. This 
strategy is far from as- 
sured success, especially 
in countries with stronger 
democratic institutions. 
The toppling of the 
Thaskin-led government 
in Thailand started as crit- 
icism of the sale of his 
family’s telecom company 
to Singaporean state-investment agency 
Temasek. Criticism of Temasek has flared 
in other Asian countries, including China— 
where it was forced to cut its stake in Bank 
of China from 10% to 5% after domestic in- 
terest groups cried foul as they watched the 
value of Temasek and Bank of America’s 
stakes in China Construction Bank nearly 
double shortly after the bank’s IPO. 

Acquisitions in countries like Singa- 
pore, which share a similar governing phi- 
losophy to Beijing, will prove much easier. 
Bank of China’s purchase of SALE is a good 
example. (Temasek and the Singapore’s 
Government Investment Corp. were part 
owners in SALE.) 

Chinese banks will also find it difficult 
to breach retail-banking markets outside 
communities with a substantial popula- 
tion of overseas Chinese. A former Bank of 





China employee told me that a common 
joke among the bank’s staff at its London 
branch was that it should be called “Over- 
seas Chinese Bank” because it couldn’t 
crack into the local retail business outside 
of the overseas Chinese population to 
which it provided smalls loan and mort- 
gages—financing many of the city’s Chi- 
nese restaurants, but little else. 

Another problem is the practice of Chi- 
nese banks appointing the senior manage- 
ment of overseas branches from their 
headquarters. Such overseas postings at 
Chinese banks are highly competitive be- 
cause they boost a résumé with “interna- 
tional experience” and offer a lighter 
workload than managing a department at 
the bank’s headquarters. 

In contrast, most foreign banks in Chi- 
na aiming for retail operations fill their 
ranks of senior staff with bankers from 
Hong Kong or local Chinese. Global banks 
like Citigroup and Hssc also have a deep 
bench of bankers with experience in other 
developing country retail markets that 
they rotate through similar assignments. 
Chinese banks can’t build that experience 
quickly and will need to become more lo- 
cal or most likely restrict themselves to a 
familiar Chinese customer base. 

Chinese banks may decide to stick to the 
Hong Kong retail market, avoiding compet- 
ing for assets with the global banks that 
have built their core competence in retail 
business. That decision would be very 
smart, playing to their strengths. China’s 
government would also be pleased to see 





the banks stick to corporate customers out- 
side Hong Kong because at its heart, banks’ 
role in the “go abroad” strategy is about 
supporting Chinese corporate expansion. 

A good sign is that Chinese banks, de- 
spite the excess cash they’re holding, 
haven’t appeared desperate to buy. Last 
year, China Construction Bank and mid- 
sized domestic bank Minsheng Banking 
Corp. both allowed themselves to be out- 
bid for Hong Kong-based lender Asia Com- 
mercial Bank, which was eventually sold 
to Public Bank Bhd, a Malaysian bank. 

Over the next five to 10 years, Chinese 
banks are almost certain to become major 
regional players, but global players in only 
select fields. One area where they could 
become top global players is trade financ- 
ing, again following Chinese corporates. 
The banks will gain market share in Hong 
Kong retail banking, coming to dominate 
the field alongside HsBc. Over that time 
period they may have taken their first step 
to buy a smaller U.S. bank or European in- 
vestment banking operations. 

Still there’s a chance one of the banks 
will look too far beyond its borders, too 
early. Surely that’s a sell the investment 
bankers would love to make, but one the 
banks should avoid like the plague. A sharp 
slowdown in the domestic economy would 
also slam their ambitions. 

Bankers like 1cBc’s Pan Gongsheng will 
certainly have their work cut out for them 
if they want to turn Chinese domestic gi- 
ants into world-beaters. But that’s a chal- 
lenge they’re willing to take. x 


Islamic financial services represent another growth frontier in Asian banking. 
Abdulkader Thomas, president and chief executive officer of SHAPE Financial 
Corp., and consultant on Sharia compliance, explores the opportunities and 
challenges of this sector. See www.feer.com/islamicf.html 
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T IS A sign of the times that one 
| of the most popular television 
dramas in Japan focuses on the 
experiences and attitudes of a female 
temporary worker. Having been “restruc- 
tured,” she has progressed from feeling 
betrayed to learning the art of self-reliance 
and the importance of having a life outside 
of work—in her case flamenco dancing. 
Unlike the regular employees who re- 
main at work until all hours, she is out the 
door at 6 p.m. sharp, no matter what. Also 
unlike the regular workers, she is produc- 
tive and doesn’t hesitate to toss an eraser 
at a dozing colleague. She has an endless 
array of qualifications earned on her own 
time, and in general puts the full-timers to 
shame. When offered a full-time job she 
declines, making a clear statement that she 
prefers the time, freedom and lifestyle de- 
nied the sad-sack drones around her. 
This sea change in popular discourse 
about work reflects aspects of Japan’s 
stunning transformation and the anxieties 
it is generating. Japan may be experienc- 
ing its longest period of continuous eco- 
nomic expansion since World War IT, but 
it doesn’t feel like it. People are pessimistic 


as the security and stability of Japan Inc. 
seems to crumble about them. Restructur- 
ing, M&A, outsourcing and other foreign 
terms have entered the local lexicon, send- 
ing a chill up the collective spine, even as 
there is a growing sense that Japan must 
adapt to survive. Pundits praise deregula- 
tion for reviving the economy while pol- 
iticians blame it for increasing income 
disparities. This ambivalence suggests 
nostalgia for the glory days before Japan’s 
prolonged recession of the 1990s. 

Mari Sako’s excellent book focuses on 
incremental institutional changes result- 
ing from the organizational strategies of 
corporate management and unions. What 
is the link between corporate restructur- 
ing and labor markets? She writes, “How 
the boundary between the core and the 
periphery is drawn affects not only labor 
market outcomes such as pay inequality 
but also business performance by struc- 
turing company incentives to invest in ca- 
pabilities.” 

Drawing on interviews with Nissan, 
Toyota, Matsushita and their respective 
unions, Ms. Sako, a professor of manage- 
ment studies at the Said Business School 
at Oxford University, maps the shifting 
corporate boundaries that are redefin- 
ing labor relations and employment prac- 
tices. Her analysis focuses on how firms 
have interacted with unions in a process 
of industrial adjustment that has led to 
greater decentralization and variation in 
terms of employment. Hers is a “system- 
atic study of what the enterprise should 
mean for enterprise unions” which finds 
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that “unions typically have a choice in ex- 
tending or contracting their boundaries 
and that their boundary decisions affect 
subsequent choices of corporate struc- 
ture by management.” Thus, she shows 
that unions are not just fading relics, but 
in fact are involved in shaping the restruc- 
turing process. 

Her innovative approach bridges the 
disciplines of business strategy and in- 
dustrial relations. She shows how prac- 
tices such as outsourcing and dispatching 
of workers to subsidiaries—redefining who 
is an enterprise employee and potential 
union member—are influencing labor re- 
lations. In her view, the strategic interac- 
tion of management and unions is critical 
to understanding the growing fragmenta- 
tion and diversity of employment systems. 
Ms. Sako writes that the once-prevalent 
firm model in the oEcD provided: 


“ .. secure long-term jobs and careers, pri- 

vate reserves for retirement, health insur- 
ance for workers and their families, and 
training and education to build human 
capital. But now, such corporate enter- 
prise as a well-defined, stable and en- 
during organization to which long-term 
employment rights could be attached is 
simply disappearing. The boundary of 
the firm is becoming blurred due to cross- 
company work-teams, more project work, 
strategic alliances and outsourcing.” 


She believes there is no turning back 
and that corporate restructuring and flu- 
idity in ownership and business relations 
will gain momentum in coming years. In 
the midst of this slow-motion transforma- 
tion, “lifetime employment has been re- 
defined” and in her view. is fading as the 
numbers of contingent workers increase. 

However, in Perspectives on Work and 
Employment in Japan, editors Peter Matan- 
le and Wim Lunsing remind us that there 
is considerable diversity of opinion on the 
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state of lifetime employment in Japan. 
This volume of 11 chapters reflects this 
diversity and presents an intriguing ar- 
ray of perspectives from an equally broad 
range of experts on issues such as evolving 
employment systems to the role of Filipino 
hosts and boxers. | 

Mr. Matanle finds that tenure among 
régular workers at Japan’s largest compa- 
nies has not decreased since the bursting 
of the economic bubble. He attributes this 
to risk-averse behavior, continued respect 
for the legitimacy of lifetime employment 
and workers’ attitudes toward work. In 
addition, he writes that lifetime employ- 
ment “has the flexibility to adjust to new 
circumstances,” and in his view it will re- 
main an important aspect of Japanese em- 
ployment culture. 

Contributor Franz Waldenberger 
agrees that changes in employment prac- 
tices since the 1990s have not been so dra- 
matic, but trends “do raise doubts as to 
whether the core elements of the Japa- 
nese employment system, namely in-house 
skill formation and career paths, will and 
should have a future.” Low growth, the 
demographic time bomb and globaliza- 
tion are propelling an incremental retool- 
ing of employment practices. In his view, 
firms are less inclined to invest in develop- 
ing employee skills, meaning that this bur- 
den will increasingly shift to individuals. 
This, he argues, “...implies a redefinition 
of the social role of the company and of 
employees who will have to identify them- 
selves not as members of a company, but as 
owners of marketable skills.” 

In her essay, Helen McNaughton, ana- 
lyzes trends in women’s employment and 
the problems they face in balancing ca- 
reers with raising families, and finds far 
too much continuity. In her view, govern- 
ment and corporate policies, in addition to 
unhelpful husbands, channel women into 
nonstandard work where pay, benefits and 
security are lower. The peripheralization 


of female workers and the de facto emer- 
gence of “a distinctive and separate female 
employment system” represent a squan- 
dering of human resources, a thwarting 
of ambitions, and gender discrimination. 

Earlier this year, Japan’s health min- 
ister, Hakuo Yanagisawa, stirred con- 
troversy with his reference to women as 
“child-bearing machines” and request to 
increase their output. Ms. 

McNaughton recalls 
that policy makers 
and politicians have 
a history of “foot in 
mouth disease,” pre- 
ferring to blame wom- 
en for the nation’s low 
birth rate rather than 
creating conditions 
that help women bal- 
ance work and fam- 
ily life. While Japan’s 
patriarchal dinosaurs 
want women to stay at 
home and have babies, 
it is worth noting that 
countries like France 
have both a relatively high 

birth rate and a large proportion of full- 
time female employment. 

Is there is an inexorable convergence on 
the Anglo-American system? Leo McCann, 
John Hassard and Jonathan Morris exam- 
ine the tensions between Japan’s “welfare 
capitalism” and “stock market capitalism,” 
concluding that “contemporary pressures 
are certainly tilting Japan more towards 
Americanized systems of employment, 
organization and governance.” In Shifting 
Boundaries of the Firm, Ms. Sako agrees to 
some extent, but sees a convergence with 
Japanese characteristics. 

One of the most dramatic changes in 
Japanese employment over the past 15 
years is the sharp increase in the numbers 
of nonstandard workers, to more than 30% 
of the workforce now from 10% in the early 


FAR EASTERN ECONOMIC REVIEW c> 


nae 





shifting boundaries 
of the firm 


www.feer.com 


1990s. Tenure levels of core workers in big 
companies may be unchanged, but for the 
growing legions of part-time, dispatched 
or temporary workers, jobs are less secure 
and pay less. 
Yuki Honda’s analysis of “freeters” adds 
a welcome contribution to this discussion 
about continuity and change in employ- 
ment systems, one that resonates with 
popular discourse and con- 
cerns. Freeters are atypical 
workers who take on a suc- 
cession of part-time jobs. She 
observes that for all the media 
hype about their nonconform- 
ist lifestyles, their current 
prospects “are grim with little 
possibility of achieving either 
economic or social indepen- 
dence.” 
She discusses the various 
push and pull factors that 
led to the dramatic 
expansion of atypical 
employment in Ja- 
pan during the 1990s. 
There is a large middle- 
aged baby-boom cohort that 
has been freezing young workers out of 
regular jobs since the slump of the 1990s, 
and this group won’t retire until 2015. In 
addition, the increase in women’s labor- 
force participation and the expansion of 
post-secondary education have increased 
the pool of applicants for full-time, “good” 
jobs, while the shift in the economy to ser- 
vices has increased demand for irregular 
workers. The demand for university grad- 
uates has remained steady—about 300,000 
a year—but the supply has soared, as 45% 
of high-school graduates continue their 
education as of 2001, up from 31% in 1990. 
Desperate universities are lowering stan- 
dards to stay in business, but she says that 
their curriculum and career advising leave 
much to be desired. 
It is interesting that atypical workers 
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are more likely to be women and from poor 
backgrounds, meaning that the expansion 
of this employment reinforces existing dis- 
parities. Some pundits have romanticized 
freeters as conscientious objectors to sti- 
fling corporate life, while others condemn 
them for lacking proper discipline and at- 
titudes, but here they emerge as an under- 
class with few options. 

In sum, these two books probe the con- 
tinuities and changes affecting the Japa- 
nese labor system and together provide a 
comprehensive understanding of employ- 
ment policies, perspectives and evolving 
paradigms since the early 1990s. 


CHINA’S PSYCHIATRIC INQUISITION: 
DISSENT, PSYCHIATRY AND 
THE LAW IN POST-1949 CHINA 
by Robin Munro 
Wildy, Simmonds and Hill Publishing, 
390 pages, £65 
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Reviewed by BENJAMIN ROBERTSON 

LEADING HUMAN-RIGHTS Te- 
searcher and prolific author on 

the issue of China and forensic 
psychiatry, Robin Munro presents harrow- 
ing evidence to show how China continues 
to use (read misuse) psychiatric institu- 
tions to detain political nonconformists on 
a scale surpassing even the former Soviet 
Union. Though long suspected, the alleged 
size of the detentions is both astonishing 
and haunting, particularly when consider- 
ing China’s efforts to become a respected 


global power. 
Mr. Munro estimates thousands of oth- 
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erwise normal people have been sent to 
mental hospitals since the 1980s, where 
they have been subjected to widespread 
abuse and torture. Include data from Fa- 
lun Gong support groups, and the number 
is even higher. Mr. Munro writes that this 
is a departure from traditional assump- 
tions about the system, explaining that a 
lack of written evidence means “the gener- 
al assumption has therefore been that the 
Chinese authorities ... have at least never 
engaged in psychiatry as a means of deal- 
ing with dissident thought and activity.” 

Using press clippings and first hand 
interviews, Chinese psychiatric train- 
ing manuals and professional journals, 
as well as classified internal documents, 
Mr. Munro demonstrates how in recent 
decades the main center of this shocking 
practice has been the system of ankang 
institutions, their name meaning “peace” 
and “health.” The ankang mental hospitals 
fall under the control of the Public Securi- 
ty Bureau, and in a true Orwellian twist on 
titles, many patients find neither peace nor 
health. Mr. Munro believes that during the 
1980s as many as 10% of ankang inmates 
were political or religious activists. 

In recent years (excluding not-always- 
reliable Falun Gong figures) this has 
dropped to about 2% to 3%. Mr. Munro 
offered several reasons for this, including 
a less politically active Chinese population 
after 1989, greater use of conventional jails 
for political offenders and greater disdain 
for misuse of psychiatry profession from 
within psychiatric community. 

Confinement to an ankang is entirely at 
the whim of security forces, and incarcera- 
tion is indefinite as administrators operate 
independently from both courts and other 
government agencies. “Not only does the 
judiciary play no role in this process even 
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during the stage prior to the detainee’s 
removal from the formal criminal justice 
system, but also there appears to be a sig- 
nificant degree of confusion within the 
system as to whether criminal psychiat- 
ric custody measures should properly be 
seen as a form of pre-emptive or preven- 
tative administrative custody,” writes Mr. 
Munro. 

One example of an ankang inmate is 
Wang Wanxing, a political activist who 
was released in 2005 after 10 years and lat- 
er found by a team of Dutch psychiatrists 
to be in perfect charge of his faculties. And 
such treatment is not reserved for hard- 
core activists. In one of the many detailed 
case studies Mr. Munro documents, well- 
connected personalities have abused the 
ankang system to dispose of opponents. In 
2000, primary school teacher Wang Hen- 
glei was sent to the Xian Ankang after an 
unresolved dispute with the school head- 
master over housing subsidies prompted 
Mr. Wang to petition the local govern- 
ment. He was diagnosed with “schizoid 
personality disorder and paranoid psycho- 
sis,” though in Mr, Wang’s case no proper 
psychiatric evaluation actually took place. 
With the assistance of a good lawyer and 
a sympathetic judge, Mr. Wang won arare 
ruling in his favor. However, there was no 
happy ending. On the eve of the court ver- 
dict, the Xian Ankang director announced 
Mr. Wang had experienced “sudden death” 
while in police custody. 

Alert to cultural and legal minefields in 
dissecting national standards on insanity 
and antisocial behavior, Mr. Munro takes 
as best practice benchmarks the United 
Nations Declaration on Human Rights, to 
which China is a signatory, as well as the 
World Psychiatric Association, of which 
China is a member. These, along with oth- 
er U.N. conventions, condemn imprison- 
ment on political grounds, and in the case 
of the wpa, deplore the misuse of psychi- 
atric facilities for political ends. 
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Even so, he takes care to spell out the 
historical context of China’s mental-health 
practices. Traditionally treated sympa- 
thetically during successive imperial dy- 
nasties, “lunatics” were usually entrusted 
to the responsibility of family members. 
Attempts began after the fall of the Qing 
Dynasty to construct a system of Western- 
style psychiatric hospitals, but most failed 
due to the upheavals of that era. By 1949 
there were no more than 60 qualified psy- 
chiatrists left in China. 

Asin many areas, Chinese doctors came 
to rely on Soviet advisors for training. By 
that stage the hugely influential Serb- 
ski School of Forensic Psychiatry—which 
identified political opposition to social- 
ist utopia as a form of mental abnormal- 
ity—was ascendant. “To those who might 
start calling for opposition to Communism 
... clearly the mental state of such people 
is not normal,” wrote Nikita Khrushchev. 
It was the kind of the thinking that ap- 
pealed to China’s communists. Terms 
such as “counterrevolutionary” were al- 
ready in daily use and soon tens of thou- 
sands of Chinese became tainted with the 
name and the mental instabilities it came 
to suggest. 

In addition to prescribed drugs, pa- 
tients were often subjected to political in- 
doctrination sessions as part of medical 
treatment. One patient at the start of the 
Cultural Revolution, perhaps just desper- 
ate to be released, wrote a glowing testimo- 
nial to the institute. “How could correcting 
one’s ideology ever make one recover from 
mental illness? Wouldn’t this mean I actu- 
ally had some kind of ideological sickness? 
Now that I’ve gained an understanding of 
the dialectical relationship between ide- 
ology and illness, however, I realize why 
medicine I used to take had no effect and 
I’ve become confident of being able to cure 
myself.” 

Unlike other aspects of the country’s 
judicial and law enforcement system, 
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the forensic psychiatric system has nev- 
er been reformed, just rebranded. It was 
only after the death of Mao Zedong that 
the ankang system was formalized, and 
more recently “counterrevolutionary” of- 
fenses have become “crimes of endanger- 
ing state security.” 

At times tentative in his conclusions, 
Mr. Munro is rightly wary of the gaps to 
his research. Unlike the Soviet archives, 
official Chinese sources remain closed. 
Since many of the figures he relies on 
are therefore piecemeal, when he does 
try to extrapolate he usually does so con- 
servatively. While the book tidily details 
China’s legal obligations and how interna- 
tional bodies like wpa have tried, and so 
far failed, to effect reform, there is little 
insight into the actual running of an ank- 
ang. Finding it understandably difficult 
to access (former) ankang administrators 
or doctors due to their status as PSB em- 
ployees, Mr. Munro can only leave us with 
theories as to why qualified doctors would 
violate both national laws on treatment of 
prisoners and their Hippocratic Oath. 

The reader is also left wondering, what 
of the future? Mr. Munro devotes sever- 
al succinct pages to a national outcry fol- 
lowing the news that one man was found 
“insane” and committed to an ankang hos- 
pital after his scheming wife paid a bribe 
to the head doctor. But there is little on re- 
formers, if they exist, who might be lobby- 
ing for change from within China. Even 
so, despite efforts by wpa and others, in- 
cluding himself, Mr. Munro is right to say, 
“ultimately, the only place where the req- 
uisite pressure for change and reform of 
this nature can possibly come from is from 
inside China itself.” 


ISLAM AFTER COMMUNISM: RELIGION 
AND POLITICS IN CENTRAL ASIA 
by Adeeb Khalid 
University of California Press, 
253 pages, $21.95 
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Reviewed by SUSAN SYPKO 


SOLATED FOR DECADES be- 
hind the Iron Curtain, the Cen- 

tral Asian states are an enigma to 
many. As the role of Islam in world poli- 
tics has grown, government officials and 
observers around the world continue 
to lump their understanding of Pakistan 
and Afghanistan with that of the un- 
known “stans.” This is a grave mistake, 
with far-reaching consequences. Adeeb 
Khalid’s new book, Islam after Commu- 
nism: Religion and Politics in Central Asia, 
is a welcome rebuttal to ongoing misun- 
derstanding of the region. In this overview 
of the history and current role of Islam in 
Central Asia, Mr. Khalid’s theme is that 
there is no necessary relationship between 
Islam and politics in Central Asia. 

While Afghan mujahideen battled the 
Soviets in the 1980s, Western observers 
predicted, and hoped, that Soviet Cen- 
tral Asia would become the next hotbed 
of Islamic insurgency, precipitating the 
collapse of the Soviet Union. Cold War- 
era scholars defined two realms of Islam 
in Central Asia. “Official Islam” included 
those mosques and imams associated with 
the Spiritual Administration of the Mus- 
lims of Central Asia and Kazakhstan, an 
organization set up by the Soviets to regu- 
late Islam in the country. All other activity, 
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termed “parallel Islam,” was considered a 
threat to the political establishment. 

The assumptions, however, that Is- 
lam can be divided into two faces, and 
that the “unofficial” face is necessarily 
politically subversive, have not been vali- 
dated—the Islamic bomb never exploded 
in Central Asia. Nonetheless, the legacy 
of this scholarship has outlived the Sovi- 
et era, and the lackluster quality of schol- 
arship on Central Asia has been tolerated 
until only recently. Mr. Khalid challeng- 
es not only the Soviet 
legacy of scholarship 
on Islam, but also the 
simplistic Western 
understanding of Is- 
lam in Central Asia. 

After Arab armies 
brought Islam to the 
region in the eighth 
century, Islam was 
increasingly indi- 
genized as it gradual- 
ly spread throughout 
Central Asia, so that 
local identities were 
viewed through an 
Islamic lens. To be a 
Muslim in Central Asia 
did not require the recitation of prayer or 
the memorization of passages from the 
Quran. “Rather, communities asserted their 
Muslim identities through elaborate myths 
of origin that assimilated elements of the 
Islamic ethical tradition with local norms 
and vice versa,” writes Mr. Khalid. The Rus- 
sian conquest of Central Asia caused many 
changes, though Mr. Khalid is reluctant to 
describe them as simply “Russification” or 
“resistance.” In general, Mr. Khalid claims 
that Russian colonialism brought Central 
Asia into the modern world. 

As elsewhere, the prospect of moderni- 
ty provoked debate among Central Asia’s 
Muslims, most notably giving rise to the 
jadid (new method) cultural reform move- 
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ment. Its proponents sought to redefine 
Central Asian culture through reform 
of the traditional maktab and the intro- 
duction of modern education. Mr. Kha- 
lid finally describes the rise of the Soviet 
government and its “assault” on Islam, i.e., 
the persecution of ulama, the destruction 
of mosques and madrassas, and the unveil- 
ing of women. According to the author, 
Soviet policies resulted in two important 
developments: Islam became localized 
and synonymous with cultural heritage, 
and the public realm was sig- 
nificantly de-Islamized. In 
other words, historical events 
in Central Asia made the form 
of Islam there quite different 
from that of Afghanistan or 
Iran, for example. 

How this has affected the 
relationship between Islam and 
politics in present-day Cen- 
tral Asiais Mr. Khalid’s next 
focus. As national identity be- 

came salient during 
the Soviet period, the 
leaders of the Soviet 
Central Asian repub- 
lics came to embody the 
nation, since they protected 
their people against the central govern- 
ment in Moscow. When this elite was left 
standing in newly independent states after 
the Soviet collapse, they continued their so- 
called guardianship of the nation. Because 
Islam had come to be viewed as part of 
each republic’s national heritage, the new 
states’ nation-building projects embraced 
Islam, including the construction of new 
mosques and Islamic institutions of learn- 
ing, as well as the use of Islamic rhetoric 
and symbols. 

Islam’s return to the public arena, how- 
ever, did not reverse the developments of 
the Soviet period. Islam remains in the 
background of public discourse. Even if 
Central Asians want otherwise, political 
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elites do not allow Islam to supersede na- 
tionalism or to challenge their legitimacy, 
and in no way is Islam allowed to par- 
ticipate in politics. Three known Islamic 
groups in the region, the Islamic Renais- 
sance Party of Tajikistan (IRPT), the Islam- 
ic Movement of Uzbekistan (M0), and the 
transnational Hizb-ut-Tahrir Islamic po- 
litical party, all remain either in opposi- 
tion or underground. In fact, the current 
regimes have used the argument of Islamic 
terrorism, which is especially convincing 
to Westerners after Sept. 11, to persecute 
Islamic groups and the outwardly pious. 
Yet, Mr. Khalid emphasizes that it is a fal- 
lacy to equate Islamic rhetoric with Is- 
lamic militancy. These Islamic groups do 
not have a large following. Many Central 
Asians, like their leaders, are wary of calls 
to give Islam a greater role in politics. 
The U.S. has tended to support the cur- 
rent Central Asian regimes in their perse- 
cution of Islamic groups, albeit for its own 
practical reasons of maintaining the sta- 
tus quo in Central Asia or waging its war 
on terror. For example, in 2000 the U.S. 
officially listed the IMU as a terrorist or- 
ganization, and Uzbekistan was later an 
important partner in the war in Afghani- 
stan after the Sept. 1] attacks, allowing the 
U.S. military to lease its Karshi-Khanabad 
airbase. Nor have U.S. officials seriously 
criticized the 1rPT’s lack of political ac- 
cess in Tajikistan, even though granting 
the rrpt the right to participate in politics 
was one of the stipulations of the peace 
agreement which ended the Tajik Civil 
War in the late 1990s. The deterioration 
in U.S.-Uzbekistan relations after the trag- 
ic events in Andijan, Uzbekistan, in 2005, 
may suggest that the U.S. will not thought- 
lessly support the rhetoric of Uzbekistan’s 
officials, though one wonders whether 


U.S. criticism of Uzbekistan would have 
been muted had it still needed the Karshi- 
Khanabad airbase at that time. 

Mr. Khalid’s contribution to current 
scholarship lies particularly in his nu- 
anced retelling of the story of Islam and 
politics in Central Asia. He draws atten- 
tion to the ahistorical and primitive view 
that some people have of Central Asia. For 
example, in the beginning of the 1990s, 
many treated Central Asia as if it had just 
emerged from the 1920s, ignoring the im- 
pact of the Soviet period. Others attribut- 
ed political and social behavior to “clans,” 
which he calls an unfortunate essential- 
ist term. Second, Mr. Khalid faults schol- 
ars’ simplistic portrayal of the attitude of 
Central Asian Muslims to their Russian 
and Soviet masters. In reality, those who 
worked for “official” Islam and cooperated 
with the government maintained author- 
ity within their communities, while those 
who moved outside the official realm did 
not necessarily oppose the government. 
In fact, few complaints or uprisings were 
couched in Islamic terms. 

Likewise, Mr. Khalid criticizes the es- 
sentialist views people both within and 
outside the region hold of Islam, refer- 
ring to it as either bad or good, official or 
parallel, normative or local, moderate or 
extremist, true or untrue. Instead, the au- 
thor emphasizes that Islam has many faces 
and is internally diverse. Islam can be het- 
erogeneous even within one country. Most 
importantly, the assumption that Islam is 
always tied to politics is untrue, and Mr. 
Khalid provides examples of religious 
and political authority held by different 
entities. These subtleties are important to 
analysis of Islam everywhere. 

As with any scholarly work, however, 
Mr. Khalid’s account of Islam after com- 
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munism raises some questions for further 
consideration. What is it about Central Asia 
that enables religion and politics to remain 
so separate? Is the independent variable 
here really the communist legacy? If so, 
how does the relationship between Islam 
and politics in China compare? China is 
only mentioned once by Mr. Khalid, and 
he dismisses its persecution of Muslims 
there as “shorter than the six decades of 
Soviet history.” One cannot ignore, how- 
ever, the prominence of the issue of Islam 
in Chinese politics today, as the recent ban 
by the Chinese central government of pigs 
in television advertisements shows. Does 
the history of Islam in Central Asia or its 
development after communism provide 
any lessons? 

On the other hand, should the inde- 
pendent variable be the Soviets? If so, one 
wonders why Mr. Khalid did not expand his 
account to include the Muslim minorities 
of the Russian Federation and other former 
Soviet republics—in particular, Azerbaijan, 
the only other former Soviet republic which 
is predominantly Muslim. In connection 
with this point, one cannot help but notice 
the overwhelming presence of Uzbekistan 
throughout the entire book in Mr. Khalid’s 
examples. Because the people of the pres- 
ent-day territories of Kazakhstan, Kyr- 
gyzstan, and Turkmenistan were largely 
nomadic before the arrival of the Russians 
and Soviets, focusing on debates that oc- 
curred within the sedentary population of 
present-day Uzbekistan may not accurate- 
ly represent the discourse that occurred in 
other Central Asian communities. 

Overall, Mr. Khalid’s book represents 
the hopeful beginning of insightful schol- 
arship on the relationship between Islam 
and politics in Central Asia. At a time when 
world attention is focused on the region, it 
is a must-read for scholars, students and 
politicians. As the author mentions in the 
conclusion, there are many sources of 
instability in Central Asia, foremost be- 
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ing the succession of Central Asia’s aging 
presidents. While there have been no signs 
of conflict following the recent death of 
Turkmenistan’s president, Saparmurat Ni- 
yazov, in December 2006, it will be inter- 
esting to see whether or not “accusations 
of religious extremism” play a role in the 
future. One can be certain, however, that 
Central Asian Islam will keep eluding sim- 
plistic explanations of the relationship be- 
tween religion and politics, as Muslims in 
Central Asia continue to renegotiate their 
identities and attitudes towards the past 
and present. 


SHUTTING OUT THE SUN: HOW JAPAN 
CREATED ITS OWN LOST GENERATION 
by Michael Zielenziger 
Doubleday, 340 pages, $24.95 


Se 


Reviewed by ROGER BUCKLEY 


APAN’S “LOST DECADE” may be 
officially over, but the nation is 
still in the doldrums. Despite in- 
sistence from the coalition government of 
Prime Minister Shinzo Abe, few citizens 
believe that the good times are really here 
again. One manifestation of this is the per- 
sistence of, perhaps even the growth of, 
the hikikomori disorder. These are youths 
who isolate themselves from society, living 
at home and often refusing contact with 
even their parents—literally “pulling in 
and retiring.” 

Shutting Out the Sun is a pioneering 
attempt to confront this recent and dis- 
turbing phenomenon, which has become 
more pronounced since the early 1990s. 
Mr. Zielenziger digs deep, and finds that 
the nation has been reluctant to confront 
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It may be no coincidence the hikikomori phenomenon 


emerged in the 1990s as Japan’s economy soured. 





what may well be symptoms of a major in- 
cidence of social dislocation. Yet his sub- 
ject remains fuzzy, since there is little 
agreement on how to define the disorder 
or how it might best be treated. 

Mr. Zielenziger’s highly ambitious text 
offers a detailed examination of the state 
of the nation today, employing interviews 
with psychiatrists, 
bureaucrats and in- 
tellectuals. Their col- 
lective uncertainties 
on Japan’s faltering | 
performance since the | 
collapse of the “bub- 
ble” economy and the 
end of the Cold War 
are linked in his view 
to what he terms the 
“plague” of hikikomo- 
ri. The fact that young 
Japanese—estimates 
range from a few thou- 
sand up to one mil- 
lion—retreat into the 
inner sanctuary of their 
homes and stay there for months or years 
serves as an icon of the larger social trau- 
ma the country is undergoing. 

The author, who watched Japan implode 
during his time as Tokyo bureau chief for 
the Knight Ridder newspaper chain, aims 
“to unravel the unusual social, cultural 
and psychological constraints that have 
stifled the people of this proud, primor- 
dial nation and prevented change from 
bubbling up from within.” To tackle this 
requires much cooperation from insiders, 
and probably the best sections rely heavily 
on the responses Mr. Zielenziger skillfully 
draws from his many interviewees. 

When discussing hikikomori though, 
few of his interlocutors seem willing to 
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confront the issues. His material suggests 
that many within Japan either ignore the 
young recluses, or mutter that they rep- 
resent a weak generation spoon-fed on 
affluence and incapable of handling the 
tensions associated with education and 
employment. In a society where endur- 
ance and determination are highly prized, 
those who are reluctant to 
display backbone get little 
sympathy. 

Mr. Zielenziger’s own 
sympathies are clearly with 
the hikikomori, who absent 
themselves from school and 

work by locking themselves 

away inside their parents’ 

homes. He writes that as 

an outside observer, “when 

it comes to the nature and 

pathologies of many 

of the syndromes I 

will try to disentan- 

gle, there is a great 

deal we don’t know— 

a testimony to the relatively 

shabby state of social science and psycho- 

logical research within modern Japan as 

well as to the low status afforded to such 
inquiry.” 

Despite such barriers, Mr. Zielenziger 
works diligently to learn more about the 
fate of individual hikikomori by persuad- 
ing some of them and their parents to talk 
of their difficulties. He meets, for exam- 
ple, Kenji (a hikikomori to whom the book 
is dedicated) and tries to understand and 
help him in his situation. Yet at the end of 
the book, Kenji, who has lived for over 20 
years inside his mother’s apartment with 
very rare excursions into the wider world, 
is still isolated and marooned at home. 
Attempts to arrange a possible course of 


therapy with a Japanese counselor who 
specializes in treating hikikomori fail, as 
Kenji’s intense anxieties, traced back to 
bullying in elementary school, make fur- 
ther journeys impossible. 

The future for some hikikomori may be 
improving, though. More sympathetic at- 
tention is being paid to the problem today, 
partly because of increased media interest. 
One of Japan’s leading newspapers, the Yo- 
miuri Shimbun, has devoted more coverage 
to the phenomenon recently. Web groups 
for hikikomori are receiving more notice 
and mainstream newspapers have started 
to publish interviews with reclusives who 
say that for months their only conversa- 
tions have been with their mothers. Foreign 
media from the BBC to the New York Times 
have also been covering the phenomenon, 
and bestselling Japanese novelist Ryu Mu- 
rakami has seen the issue as a reflection of 
current uncertainties within Japanese soci- 
ety. In his view the nation has lacked a gen- 
eral sense of direction ever since it achieved 
its postwar economic goal of “catching up” 
with the West. 

This positive trend still leaves open the 
question of how best to treat such indi- 
viduals. Those involved are often reluc- 
tant to seek help for their disorders and 
their parents may be equally unwilling to 
encourage visits to clinics, hospitals or any 
of the groups that have been formed to as- 
sist hikikomori in re-entering school, col- 
lege or the workplace. Unfortunately, the 
longer the hikikomori remain in near-to- 
tal isolation, the greater the difficulties of 
achieving successful reintegration into so- 
ciety. It is also claimed that mothers have 
been overprotective of these children, 
with some critics suggesting that mothers 
may almost approve of seclusion of their 
sons and daughters as “a form of retalia- 
tion” against their workaholic husbands. 

It may be no coincidence that the hikiko- 
mori phenomenon emerged in the 1990s as 
Japan’s economy turned sour and the pres- 
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sures on youth to live up to their parents’ 
expectations became increasingly difficult 
to fulfill. Graduates discovered that secure 
employment with decent corporations was 
hard to find, despite the fact that under- 
graduates hunt like mad to land jobs as soon 
as they begin their junior year in college. 
Once individuals recognize that work is un- 
likely to be absorbing or fulfilling, their ten- 
dency to look inward probably grows, aided 
by middle-class parents who end up financ- 
ing their sons and (more rarely) daughters 
as they retreat into seclusion. Fear of street 
gossip and the twitching curtain only rein- 
forces such isolation and makes any return 
to normality fraught with difficulties. 

Mr. Zielenziger’s study on hikikomori 
is certain to gain deserved attention. His 
attempts to demonstrate a close match be- 
tween the isolation of Japanese youth and 
the nation’s problems of groupism and glo- 
balization are necessarily only specula- 
tive, however. His material throughout the 
book builds up to a grand thesis: There is 
a national wish “to shut out the sunshine 
of pluralism, as the Japanese ‘system,’ an 
overpowering and idiosyncratic mecha- 
nism of social control, proves ruthlessly 
efficient at insulating its people from those 
pernicious influences that seem to invade 
from beyond the oceans.” But proving this 
may be mission impossible. 


IMAGINED ENEMIES: 

CHINA PREPARES FOR UNCERTAIN WAR 
by John Lewis and Xue Litai 
Stanford University Press, 

377 pages, $60 





Reviewed by LARRY M. WORTZEL 


HE TITLE OF this book is some- 
thing of a mystery, since the PLA is 
quite clear about where its poten- 
tial enemies lie. PLA authors see the United 
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The PLA is on the cusp of a revolution in military 


affairs that will change the way it can project force. 





States as the only country with the mili- 
tary potential to coerce China, and Japan 
as arising military power allied with the 
U.S. Yet the thesis of this otherwise ex- 
cellent book is that the Chinese nation is 
“haunted by imagined enemies nearby and 
across the Pacific.” Therefore, the People’s 
Liberation Army “reluctantly prepares for 
uncertain war.” 

Ten years of research produced a work 
that is chock-full of interesting histori- 
cal anecdotes and new information about 
strategic missile forces and the political 
control of China’s military. The result is 
a very readable, rich examination of the 
evolution of the pLa from a force that con- 
centrated on “people’s war” and the de- 
fense of the motherland to a military that 
can project and coordinate force beyond 
the immediate waters and airspace of Chi- 
na and Taiwan. The PLA described here is 
launching satellites to support integrated 
military operations involving all its arms 
and services. The General Staff Operations 
Department and its command centers use 
sophisticated communications systems to 
link with the regional military commands 
and war fronts. 

Mr. Lewis received his doctorate from 
the University of California, Los Ange- 
les in 1962, and since 1968 he has been a 
professor of Chinese politics at Stanford 
University. Mr. Xue has been a research 
associate at Mr. Lewis’s Stanford-based 
Center for International Security and 
Arms cooperation since 1984. There is not 
much public information available about 
his background, education, or ties to China 


œo Col. Wortzel, a retired U.S. Army military in- 
telligence officer, served two tours of duty as a 
military attaché at the U.S. Embassy in Beijing 
and has written or edited eight books on the Chi- 
nese army. 


and its military. This is relevant because in 
the last two decades these two have been 
the sole American-based authors with 
excellent access to internal Chinese mil- 
itary publications and senior military lead- 
ers. Indeed, Mr. Lewis was once a part of 
a collaborative effort to form a joint-ven- 
ture partnership with PLA General Ding 
Henggao that involved China’s Commis- 
sion of Science, Technology and Industry 
for National Defense. The result of this 
collaboration was the creation of Guang- 
zhou Huawei Communications Company, 
which established China’s first broadband 
network in Guangzhou in 1995. 

The authors make the story interesting 
for readers who carefully follow domestics 
politics in China by telling about the in- 
ternal factional disputes that make life ex- 
asperating in that communist state. Still, 
some of the statements by Messrs. Lewis 
and Xue read more like statements from 
the pLA General Political Department. For 
instance, they tell us that “Taiwan’s moves 
toward statehood pose the most dangerous 
long-term threat to China’s ambitions.” 

However, the authors provide no full 
explanation of the pLa’s (or China’s) long- 
term military and security ambitions. Is 
the Chinese Communist Party solely inter- 
ested in achieving territorial integrity? If 
territorial integrity is so important, why 
was it that Beijing could give up its claims 
to Mongolia? What about interests beyond 
Taiwan, such as the ability to secure sea 
lines of communication? Will China seek 
to build a military capable of projecting 
power to secure interests in Africa? What 
of the South China Sea and China’s claims 
there? The authors seem to be wearing 
blinders when it comes to China’s securi- 
ty ambitions beyond Taiwan. 

The treatment of the Second Artillery 
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Force, the PLA Air Force, and the PLA Navy 
in the book benefits from the authors’ ex- 
amination of three new, authoritative 
doctrinal texts from the PLA Academy of 
Military Science, The first of these, Zhan- 
lue Xue, has been republished in English as 
The Science of Military Strategy. The sec- 
ond book, Zhanyi Xue (On Military Cam- 
paigns), is actually a text published solely 
for the PLa’s internal use and not officially 
available outside the Communist Party or 
the Chinese military, but copies have made 
their way around to some foreigners. If Zh- 
anyi Xue is the “doctrine of the faith” on 
how to fight campaign-level operations, 
the third book, Zhanyi Lilun Xuexi Zhinan 
(A Study Guide to Operational Theory), is 
the catechism. It is the book of instruction 
for PLA officers on how to read and inter- 
pret campaign doctrine. 

Herein lies an interesting point. At one 
time, two decades ago, Mr. Lewis may 
have been the only Western security au- 
thor who could get access to internal PLA 
writings. Perhaps Mr. Xue, or his now im- 
prisoned compatriot, Hua Di, facilitated 
that access. Today, however, the barrier 
to foreign access set up by the Party and 
the PLA is a lot more permeable. 

For instance, David Finklestein and 
James Mulvenon, of the Center for Naval 
Analyses and the Rand Corporation, re- 
spectively, in the U.S., have published su- 
perb analyses of these books and related 
documents. Evan Medeiros, of Rand, has 
exploited these documents for revelations 
about China’s nuclear doctrine, as has this 
reviewer on nuclear and command and con- 
trol matters. Thus, Messrs. Lewis and Xue 
are no longer unique. Nevertheless, they re- 
main a much better read than the dense and 
technical studies of other specialists. 

The discussion in chapter four of the na- 
tional command authority of China is good, 
but incomplete. The authors describe the 
“central command authority” as the “Party 
center” (zhongyang) and tell us that lead- 
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ership is exercised through the Politburo 
Standing Committee, the Central Secretar- 
iat, and the Central Military Commission. 
However, the book does not address why 
there was a heated debate in the PLA over 
whether the military could respond to “two 
centers” during the period when Jiang Ze- 
min was chairman of the Central Military 
Commission and Hu Jintao was CCP gener- 
al secretary. Does this mean that the “real” 
center, the “supreme command” (tongsh- 
uaibu), lies in the individual who jointly 
occupies these two positions? 

Imagined Enemies is also noteworthy 
for what it missing. Today, all Chinese 
navy destroyers have secure data-trans- 
mission links that will allow for active 
data transfer among other ships, aircraft, 
helicopters, and—through satellite links 
or airborne warning and control systems 
(AwACS)—shore-based command centers. 
This is a huge advance in command, con- 
trol, communications, computers, intel- 
ligence, surveillance and reconnaissance 
(c41sR) capabilities. Yet the concept, and 
even the terms or acronym, are absent 
from the book. 

The PLA is on the cusp of a revolution in 
military affairs that will change the way 
it can fight and project force. The authors 
make no mention of the gudian system, a 
national command and control (or C4IsR) 
network that links all arms and services, 
major headquarters, regional command 
centers, and the Second Artillery Corps. 
This system has been mentioned in ma- 
jor defense publications from the United 
Kingdom, in the Washington Times, in 
the U.S., and in defense journals in India. 
It uses radio, data transmission systems, 
satellite communications and relay, fiber- 
optic communications, and microwave 
systems. Once China is able to launch a full 
tracking and data-relay satellite system, it 
will give China real-time high-resolution 
surveillance capabilities and persistent re- 
gional cooperative target engagement. 
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After 1992, more and more Chinese writers began to focus 


on “squeezing maximum profit out of their words.” 





Finally, the authors do not discuss how 
quickly the PLA has neared one of its decade- 
old goals—the ability to engage a deployed 
U.S. aircraft carrier battle group with bal- 
listic missiles. With its airborne warning 
and control systems (AWAGS), once a data 
relay satellite is launched over the Pacific 
China will be near to achieving a naval anti- 
access capability the PLA has sought since it 
was embarrassed by the arrival of two air- 
craft carriers off Taiwan in 1996. 


I LOVE DOLLARS 
AND OTHER STORIES OF CHINA 
by Zhu Wen 
Translated by Julia Lovell 
Columbia University Press, 
256 pages, $24.50 





Reviewed by JONATHAN MIRSKY 


ULIA LOVELL’S INTRODUCTION 
is unquestionably the highlight 
of this book. A fellow of Queens’ 
College Cambridge, she is the author of a 
recent book about the symbolism of the 
Great Wall (The Great Wall: China Against 
the World, 1000 Bc — AD 2000, Grove Press, 
2006). Her big point is that China is now 
a materialistic, vulgar, grasping place in 
which anything can be written about ex- 
cept politics. Indeed. Urban China, Ms. 
Lovell says, is a “seamy, cynical” place, 
and Mr. Zhu provides “an unremittingly 
negative vision of China today and, by logi- 
cal extension, of the political architects of 
this society.” 
How did this come about? Ms. Lovell ex- 


œo Mr. Mirsky is the former East Asia editor of 
the Times of London. 


plains that for some years after the Maoist 
repression of intellectuals, writers turned 
to the function and place of literature and 
its relationship with “its Western counter- 
part.” After the Tiananmen Square massa- 
cre in 1989 that enquiring period gave way 
to reinstituted political orthodoxy. But in 
1992, Deng Xiaoping gave the signal that 
anything went in the pursuit of wealth— 
except of course political heterodoxy. A se- 
ries of notorious writers led the way, Ms. 
Lovell writes, in “showing their fellow au- 
thors how to squeeze maximum profit out 
of their words.” Mr. Zhu soon became well 
known for certain characteristics shared 
by other bestsellers: They focus on the pat- 
terns, cadences and banalities of everyday 
life. And sex. We are shown, Ms. Lovell 
acutely observes, a “country where the so- 
cial contract—if it ever existed—is now in 
tatters, whose inhabitants, both material- 
ly and emotionally, are living on the edge. 
Only money and plenty of it buys any kind 
of solicitude or compassion.” I noticed few, 
if any, instances of these emotions in the 
stories. 

I haven’t seen Zhu Wen’s stories in Chi- 
nese but Ms. Lovell’s translation feels flu- 
ent. Without being annoying, she usually 
catches what she says is Mr. Zhu’s trendy 
vernacular. There are only a few awkward 
moments, like “gotcha,” for “I get it” and 
some strange explanations about how the 
Chinese language works. 

I had hardly heard of Mr. Zhu, born in 
1967, whose stories strike me as formless, 
pointless and bloodless. They lack that all- 
important ingredient of a short story: a 
story. Rambling through scenes and non- 
events, their characters are without identi- 
fiable personality or definition. Paragraphs 
snake down the page, with few breaks and 
no developments. 
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The plots, such as they are, are quick- 
ly told. In “I Love Dollars,” for example, 
an unpleasant, opportu- 
nistic, value-free young 
man, sexually preda- 
tory and feckless, takes 
his father on a tour of 
some sordid neighbor- 
hoods. The purpose of 
this bonding, not to put 
too fine a point on it, 
is to get the older man 
laid. In “The Hospital 
Night” another feature- 
less young man finds 
himself in a hospital 
ward looking after his 
girlfriend’s father. Here 
too the atmosphere is 
sordid, chaotic and pointless. There is a 
lot about urination that I suspect is sup- 
posed to be comic. “A Boat Crossing” re- 
lates an unpleasant riverboat journey from 
one murkily described place to another, 
the voyage itself peopled by characters 
straight from a third-rate Grande Guignol 
show. “Wheels” centers on a man and his 
old bicycle and some gangsters in a repul- 
sive urban landscape. 

There is a big problem here, one faced 
by all writers: How, for instance, to portray 
boring characters without being boring? 
Chekhov achieved this. Repulsive ones 
who are not simply awful? Dostoyevsky is 
your man. Selfish ones who arouse sym- 
pathy? Jane Austen. But where Mr. Zhu’s 
stories are naughty—he describes heavy 
groping in a cinema house—I, at least, felt 
only like moving away a few seats. Nothing 
here is authentically frank or taboo-bust- 
ing. It’s seemingly daring, without dar- 
ing anything. I’ve read quantities of such 
books from China during the last five or six 
years. Did the rot begin in 1999 with Zhou 
Weihui’s Shanghai Baby, which became 
notorious when the authorities banned it 
for its sexiness? 
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The saddest words in Ms. Lovell’s all- 


too-enlightening introduction are these: 


Mr. Zhu, she contends, is a 
“representative writer for his 
own and for succeeding liter- 
ary generations.” Please, no. 
Here’s something sadder still, 
or should I say more reveal- 
ing: According to Ms. Lovell, 
Mr. Zhu, “is that rare creature 
among writers: a novelist who 
doesn’t keep copies of his own 
books.” I am about to do that 
rare thing for me: After 
scanning Ms. Lovell’s 
introduction into my 
computer, I, too, won’t 

keep this book. 





THE SEARCH FOR 
A VANISHING BEIJING 
by M.A. Aldrich 
Hong Kong University Press, 
408 pages, $49.50 
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Reviewed by REBECCA KANTHOR 


N THE RUSH to prepare for the 
| 2008 Olympics, Beijing is under- 
going a massive face-lift. The hole- 


in-the-wall restaurant you visit today may 
fall under the sledgehammer tomorrow, 
and the next time you visit a skyscraper 
will have gone up in its place. While there 
are good arguments for some of this devel- 
opment, it cannot be denied that the “New 
Beijing, New Olympics” heralded by street 
signs comes at the expense of the old. The 
city’s charming hutongs, for example, with 
their winding alleyways and courtyards, 
have been designated as a World Heritage 
site, and yet they are rapidly giving way 
to a generic Western-inspired architec- 
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tural aesthetic, saddening locals and visi- 
tors alike. 

Lewis C. Arlington and William Lew- 
isohn must have felt the same way in the 
1930s when they wrote In Search of Old 
Peking (Henri Vetch, 1935), a homage to 
their adopted home, which they saw fall- 
ing into neglect after the decline of the 
Qing Dynasty and the relocation of the 
national capital to Nanjing. Their book 
was meant to honor the many places they 
felt sure would soon disappear from the 
maps. Today, the book they wrote has be- 
come almost as obscure as the alleyways 
they wrote of long ago. 

But it served as inspiration for one 
American attorney who came across a re- 
print of Arlington and Lewisohn’s travel 
guide in a hotel bookshop. M.A. Aldrich, 
who moved to Beijing in 1993, followed 
in their footsteps to find out what over 70 
years of upheaval, reform and neglect has 
left of the city formerly known as Peking. 
The result is The Search for a Vanishing 
Beijing. 

Whenever I travel, I always wish for a 
friend who can walk me around the city, 
show me the sites not on any tourist map 
and tell me exploits of days gone by. The 
Search for a Vanishing Beijing is just that. 
Mr. Aldrich takes us by the hand and leads 
us through what he on the first page insists 
should still be called Peking—in his view 
this name is more romantic and evoca- 
tive of the city’s imperial past. And what 
a journey it is. Following his lead, we peer 
through gates, explore alleyways, back- 
track numerous times, muse at the former 
sites of temples and shops that no longer 
exist, stop for a bite to eat, chat with el- 
derly local residents, and attempt to talk 
our way past guards whose job it is to keep 
us out of the sites they watch over. With 


Mr. Aldrich is like an old friend who walks us around 
Beijing, showing us sites not found on any tourist map. 






book in hand, I find a local Beijing opera 
house, a Uighur community and a court- 
yard home once rented by then library as- 
sistant Mao Zedong. 

Mr. Aldrich opts to forego a scientific 
approach to introducing Beijing’s past and 
present, and instead leads us on a mean- 
dering tour of the city. From the start, he 
is clear about his method: “I have simply 
gathered miscellaneous stories recorded 
over the centuries and set them alongside 
their original stage sets,” he writes. 

Several chapters divide the old city and 
its outskirts into 18 walking or biking tours, 
while others introduce Chinese culture to 
the uninitiated. The book’s final chapters 
cover food, drink and Peking Opera, and 
Mr. Aldrich recommends his favorite res- 
taurants and haunts, while providing the 
background knowledge needed to properly 
appreciate them. Even speakers of Manda- 
rin will enjoy his notes on pronunciation, 
which in most travel guides barely merit a 
yawn, but under Mr. Aldrich’s care score 
a few laughs. 

The stories are what make the book a 
compelling read, regardless of whether or 
not you actually make it to the sites he is 
describing. Some are fact, some are myth 
and many span the grey divide between 
the two. He has collected them from all 
manner of sources, including folklore, 
historical writings by foreigners living in 
Beijing, personal experiences and those of 
his friends. We are obliged to follow Mr. 
Aldrich’s wandering train of thought and 
the tour often pauses for asides on such 
odd manner of topics as the etymology of 
the Chinese word for watermelon, the his- 
tory of elephants in the city and a serial- 
killer-cum-restaurateur. 

Mr. Aldrich is also quite knowledge- 
able about his expat forbearers, and the 
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book provides a glimpse of what living in 
Beijing must have been like for the for- 
eigners from the turn of the century up 
until the 1940s. One of the most revealing 
quotes is from Danish journalist Karl Es- 
kelund, who lived in Beijing in the 1930s 
and was known for once punching Chiang 
Kai-shek’s son in the nose: 


I fell in love with the city from the first 
glimpse of the gray Tartar wall. I still love 
Peking better than any other place in the 
world. Nowhere else has the romantic past 
been blended so charmingly with the prac- 
tical present. Peking has no tooting motor- 
cars, no smoky factories, no ugly modern 
concrete buildings. The temples, the mys- 
terious Forbidden City, the cozy dwelling 
houses with their intricate courtyards and 
gracefully slanting roofs, all stand today 
as they did when Peking was capital of the 
Middle Kingdom. 


When Mr. Aldrich read Eskelund’s 
words out loud late last year at a talk for 
members of Friends of Old Beijing, a local 
conservation-advocacy group, they were 
met with laughter. Could this be the same 
city? What do Beijingers today complain 
about more than the awful traffic, the pol- 
lution and the endless construction? 

In one of his many personal anecdotes, 
Mr. Aldrich recounts his first and last visit 
to ashrine dedicated to Yu Qian, a military 
official and popular hero of the Ming Dy- 
nasty. The scene is common in the many 
Beijing neighborhoods earmarked for re- 
development: “The surrounding streets of 
courtyard houses were barren and aban- 
doned, as if its residents had just fled an 
imminent invasion.” People were moving 
out and movers were loading trucks with 
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belongings. Mr. Aldrich and the residents 
talked about Yu Qian and bemoaned the fate 
of their former homes, decimated to make 
room for yet another high-rise. “Peking will 
have nothing distinctively Chinese about it 
anymore,” he recalls one man saying. Mr. 
Aldrich goes on to mourn not only the loss 
of the residents’ homes, but also their di- 
minishing sense of community. 

Mr. Aldrich could have filled his guide 
with discouraging stories such as these, 
but he chooses instead to keep the tone 
lighter. His subtle protests are for the 
most part found hidden among irreverent 
remarks that he can’t help but toss in. 

When Arlington and Lewisohn wrote 
their guide in the 1930s, they expected that 
much of what they wrote about would sur- 
vive only on the printed page. Mr. Aldrich’s 
choice of title echoes their sadness, and yet 
the book itself does not take on a tone of 
resignation and hopelessness, though the 
author professes to feeling as such. Rather, 
Mr. Aldrich manages to impart a sense of 
adventure and discovery to the reader even 
when describing spaces that are now either 
empty and abandoned, or overcrowded 
tourist traps. In the places he takes us to, 
history still hangs on by a thread, some- 
times only in the form of an obscure street 
name or the memories of an old-timer. 

And like the recently reprinted In 
Search of Old Peking that first inspired 
Mr. Aldrich, the publishing of his book 
suggests that interest in Beijing’s history 
could experience a revival. The volunteers 
of Friends of Old Beijing, for example, hope 
that by visiting and showing interest in 
hutongs, they can help local residents and 
government to realize the value of pres- 
ervation—if not historically, then at least 
economically. WE 
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HEALING KABUL, 
ONE HOUSE AT A TIME 
by Michael Kohn 


HERE MOST PEOPLE see a neigh- 
borhood devastated by war, half- 
abandoned and used mainly as a 
trash heap, Rory Stewart envisions the re- 
birth of Afghanistan’s shattered culture. In 
Murad Khane, the oldest settlement on the 
north bank of the Kabul River, Mr. Stewart 
is leading the efforts of Turquoise Moun- 
tain Foundation (TMF) to rebuild the neigh- 
borhood and rejuvenate traditional arts. 
This is no small task. Twenty-five years 
of war displaced many of the residents, 
and those that remain eke out an exis- 
tence in tumbledown hovels on the brink 
of collapse. Amid the dusty alleys, scraggly 
goats sift through garbage while barefoot 
children take turns pumping water from 
a rusty spigot. But on a visit to one creaky 
domicile known locally as the Peacock 
House, Mr. Stewart points out evidence 
of faded grandeur: intricately carved win- 
dow frames, imported brass fittings, cedar 
dados and European-influenced porticos. 
“This was the first historic settlement 
on the north bank of the Kabul River,” ex- 
plains Mr. Stewart, whose boyish looks 
belie his years of experience in conflict 
zones. “There are two mosques, a public 
bathhouse, two shrines, trade workers and 
shopkeepers—this is a classic Central Asian 
combination of religious, civic and com- 
mercial institutions working together.” 
But Mr. Stewart’s vision of Murad 
Khane as a thriving community of artists, 
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posh craft shops and latte-sipping tourists 
will not come cheap. The work of TMF in- 
cludes restoring historical buildings, im- 
proving residents’ living conditions, and 
establishing an arts school to preserve tra- 
ditional crafts. The project was launched 
last year with $2.5 million and he is off 
fund raising again in the United Kingdom, 
the United States and the Middle East, try- 
ing to collect another $12 million. 

In a country where most aid is directed 
toward security, poverty alleviation and de- 
mocracy building, $14.5 million for a cul- 
tural project is no small change. Were it 
anyone else the goal would be near impossi- 
ble, but Mr. Stewart has proven himself the 
right man for the job. His credentials be- 
gin with a walk across Afghanistan in 2002, 
two months after the fall of the Taliban and 
in the middle of winter. The story of this 
epic journey, told in his best-selling book 
The Places in Between, captured world-wide 
attention and in doing so laid the ground- 
work for Mr. Stewart’s campaign. 

The rest of Mr. Stewart’s résumé could 
be mistaken for that of T.E. Lawrence. As 
a youth he lived overseas, following his fa- 
ther, a British diplomat, to India, Malay- 
sia, Hong Kong and Indonesia. Later the 
younger Mr. Stewart served in the British 
Infantry before a brief diplomatic career 
with postings to embassies in Jakarta and 
the Balkans. 

In 2003, shortly after the U.S.-led inva- 
sion of Iraq, Mr. Stewart took a taxi from 
Jordan to Baghdad in search of gainful 
employment. The provisional authority 
appointed him governor of Maysan and 
Dhi Qar provinces. That story was told in 
his second book, The Prince of the Marshes. 
All of this before his 30th birthday. 
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British development worker Rory Stewart hopes his $14.5 million cul- 
tural restoration project will empower Afghans to control their fate. 


Mr. Stewart’s first-hand knowledge of 
Afghanistan made him the obvious can- 
didate to tackle the redevelopment of Mu- 
rad Khane, a project dreamt up jointly by 
President Hamid Karzai and the U.K.’s 
Prince Charles. For decades the neigh- 
borhood had been slated for demolition 
by the Russians, orders that were never 
carried out because of the intervention of 
war. Property developers—busy leveling 
whole sections of Kabul to make way for 
gaudy villas—are the newest threat. 

Mr. Stewart is banking on a grass-roots 
ideology to save the remaining buildings. 
Locals must bear half the cost of the house 
reconstruction because, as Mr. Stewart put 
it, they are less likely to sell their home to 
developers if they’ve done the woodwork 
themselves. 

During its first year of operation, TMF 
recruited some of the old Afghan masters 
of calligraphy, woodcarving and pottery— 
professions that nearly disappeared dur- 
ing the war decades. Under their guidance, 
a new generation of young artisans is be- 
ing trained at the TMF headquarters on the 
outskirts of Kabul. The artisans will move 
their workshops to Murad Khane in the 
later stages of renovation. 

Apprentices to TMF are accepted based 
on merit, although six students from im- 
poverished families in Murad Khane have 
also been accepted to the school. Women, 
banned from any form of education during 
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Taliban times, also study at TMF. Craftspeo- 
ple earn a competitive wage by local stan- 
dards—$900 per month for masters and 
$50 to $100 per month for apprentices. 

Their temporary workshop buzzes 
with activity. Sawdust flies and ham- 
mers clang as Mr. Stewart ushers a steady 
stream of journalists around the property. 
Doors, window frames and porticos are 
carefully prepared for the home restora- 
tions. Some of their work carries influ- 
ence from the region of Nuristan, the last 
pagan area of Afghanistan. Calligraphers 
have displayed their artwork in local gal- 
leries and abroad while a ceramics depart- 
ment is ever expanding. 

Breathing life into a project of this scope 
in a war-torn country requires a combina- 
tion of diplomacy, historical and cultural 
knowledge, street smarts, and pluck, all 
of which Mr. Stewart is well-endowed. He 
credits his father for his wanderlust and ap- 
preciation of Asian art, but his knowledge 
of Persian culture and language he acquired 
on his own. His long walk saw him sleeping 
on floors in mud huts, learning customs and 
habits of villagers and writing about hith- 
erto unknown histories for academic jour- 
nals and magazines. 

While other “nation builders” fresh out 
of their Washington, D.C. office cubicles 
struggle to understand Afghan culture, 
Mr. Stewart’s field experience has allowed 
for steady progress in Murad Khane. Ne- 
gotiations proceed with local home own- 
ers, sewerage is installed and streets are 
cleared of rubble and garbage (about 500 
trucks’ worth so far). He has personally vis- 
ited almost every home in Murad Khane. 

Mr. Stewart appeases more trucu- 
lent residents with subtle diplomacy and 
meaningful gestures. When he was invited 
to meet the neighborhood commandant, 
Pahlawan Aziz (a former wrestling cham- 
pion), Mr. Stewart arrived bearing a kara- 
kul sheepskin hat. Other residents, wary of 
dealing with foreigners, have slowly come 
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around to the redevelopment project. 

“Afghanistan has been through a trau- 
matizing experience,” Mr. Stewart says. 
“We need to make sure that our diplomats, 
soldiers and anyone else on the ground is 
developing the kind of community that 
can only come from daily contact.” 

Daily contact in Kabul, however, is ren- 
dered infrequent when aid workers and 
policy planners are shuttled between high- 
walled compounds in bulletproof suvs. 
Locals frequently bemoan foreign soldiers, 
who never stop when their military trucks 
cause traffic accidents. Mr. Stewart says 
that cultural insensitivities are straining 
relationships between the nation and the 
nation builders. 

“It worries me that locals ask for the 
Russians to return. They built roads and 
dams, which at least offered visible signs 
of progress,” says Mr. Stewart. “Now they 
get Western consultants who tell them 
they have the wrong kind of house, the 
wrong breed of sheep, they are growing 
the wrong kind of wheat and not treating 
their women fairly. Frankly it’s pretty de- 
pressing and verges on insulting.” 

While supporting the spread of democ- 
racy in Afghanistan, he states in no uncer- 
tain terms that it needs to follow a new 
course. “The major problem is that the 
international community is microman- 
aging and interfering too much, they are 
not actually allowing Afghans to drive the 
process or make the decisions. There is an 
unwillingness to accept that Afghans have 
a different vision of their future than the 
one we have,” he says. 

While agendas clash between Afghans 
and their new diplomatic masters, the Tal- 
iban have found an avenue back into Af- 
ghanistan. Although despised by urban 


intellectuals for their strict view of Islam, 
the Taliban remain popular in the lawless, 
tribal areas to the south. The coalition ex- 
pects a spring offensive to hit these areas 
in the coming months. 

From Mr. Stewart’s point of view, the 
Taliban are ultimately undefeatable. He 
predicts that they will someday be incor- 
porated into mainstream Afghan politics, 
a scenario he asserts does not portend 
doomsday. “I think there are other things 
that are more important,” he explains. “Af- 
ghans have tried civil war and have tried 
an Islamist government and they don’t 
want to go back there again. They learned 
the lessons that Iraqis are only beginning 
to discover.” 

What Afghans want more than Sha- 
riah law, Mr. Stewart believes, is a sense 
of normalcy and prosperity that has been 
very lacking in this country for the past 25 
years. The project in Murad Khane veers 
in that direction. Here the struggle is not 
one of ideology but one of infrastructure: 
fixing houses, opening businesses and ul- 
timately getting lives back on track. 

If successful, this neighborhood will be 
a model for development in other areas. 
Not just in terms of economics, but also in 
terms of how Western donors can swing 
the pendulum of power back toward the 
people of Afghanistan. 

Yet Mr. Stewart warns the pundits not 
to stretch their imaginations too far. “I 
think it’s important for people working 
in Afghanistan to respect the country as 
it is now and be realistic about its future. 
It’s not going to be the kind of state that 
neoconservatives dream of,” he cautions. 
“What we hope for at this point is that it 
becomes slightly more prosperous, more 
humane and more stable.” Li 
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The Hunt for Red Taiwan 


THE U.S. ARMED forces put up a brave fight, 
but they are no match for the People’s 
Liberation Army. Neither are Japan’s Self 
Defense Forces. In the end the allies’ high- 
tech weapons 
malfunction 
or are defeat- 
ed by superior 
Chinese inge- 
nuity and grit. 
And so in 2008, 
Taiwan is 
brought safely 
back into the 
embrace of the 
motherland. 
Reminiscent 
of the Cold 
War fantasies popular in airport book- 
stalls, this pot-boiler, “The Liberation of 
Taiwan,” was published last June by the 
Chinese Military Publishing House. Un- 
fortunately we don’t yet know the name of 
the new Tom Clancy wannabe, since the 
book doesn’t bear an author’s name. We 
just hope not too many Chinese generals 
are reading and taking it to heart. 





Downstream from China 


CAMBODIAN STRONGMAN HUN Sen has 
plenty of respect for China’s capacities. Af- 
ter sparring with donor countries over his 
human-rights abuses, he praised Beijing 
for having “respected Cambodia’s inde- 
pendence and integrity”—in other words, 
having handed over the cash no strings at- 
tached. “All Cambodia asks is an equal re- 
lationship with its partners,” the PM said 
on national radio. “China is a very big 
country with 1.3 billion people. If the Chi- 
nese all urinated at once, they would cause 
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a great flood. However, Chinese leaders do 
good things with their partners.” 


Hong Kong Special 
Shopping Region 


THE LOUIS VUITTON store in Hong Kong’s 
Central district has started to use a vel- 
vet rope to maintain order among the 
mainlanders waiting outside, we noticed 
recently. Several rough characters carry- 
ing men’s handbags and wearing white 
socks with faux-leather pumps were re- 
monstrating with the bouncer in Manda- 
rin, who was doing the standard nightclub 
routine of pretending not to hear. Mean- 
while, thousands of “Ah Chans” are pull- 
ing empty roller suitcases with them as 
they make the rounds of Gucci and Prada. 
The mainland imposed a new consump- 
tion tax on some luxury imported goods 
as of Jan. 1, and other items are expected 
to be taxed soon. Just before that happens, 
expect to see rental trucks backing up to 
the door of Lv so the corrupt cadres can 
shovel their loot aboard. 


When Macaques Attack 


SINGAPOREANS FEEL A strong bond with 
their simian cousins. Lion City housing 
estates adjoining nature reserves may be 
overrun with delinquent long-tailed ma- 
caque monkeys, but locals aren’t fighting 
back. “Killing them is not the same as for 
other animals,” Professor Peter Ng, direc- 
tor of the Raffles Museum of Biodiversity 
told Reuters. “Even for the most hardened 
soul. When you look in a monkey’s face, 
you see your face in the mirror.” 


Contributions to Travellers’ Tales can be emailed 
to tales@feer.com. Read more Travellers’ Tales 
online at www.feer.com/tales. 
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fromthe EDITOR 


This month the REVIEW was honored with seven Human 
Rights Press Awards, an honor given annually by Amnesty 
International in conjunction with the Hong Kong Foreign Correspon- 
dents Club and the Hong Kong Journalists Association. A full list of the 
awards and the articles is on our Web site, www.feer.com. 

One of the awards was a first prize for an interview with Singaporean 
opposition politician Chee Soon Juan last July. That article is now the 
subject of several defamation lawsuits brought by Prime Minister Lee 
Hsien Loong and his father, Minister Mentor Lee Kuan Yew. As our sis- 
ter publication The Wall Street Journal wrote in an editorial, “The RE- 
VIEW’s award is a rebuke to Singapore’s attempt to silence anyone who 
reports on the political opposition and is especially welcome support for 
a vigorous and free press in Asia.” We will continue to keep you up to 
date with those lawsuits, if and when they proceed, on the Web site. 

In this month’s issue, we look at the gradual resurgence of ideology in 
East Asia’s two great powers. After decades in which economic growth 
and pragmatism seemed to be the order of the day in China and Japan, 
the dormant ghosts of Marxism and nationalism are stirring. 

China’s gradual and fitful expansion of the space for public debate, 
combined with public frustration at corruption and rising inequality, 
has created fertile ground for a movement dubbed the “new left.” As 
Leslie Hook writes, these thinkers are united by their opposition to 
what they see as the central government’s laissez faire policies, failure 
to protect the interests of the poor and overly accommodating attitude 
toward Japan and the U.S. Not since the 1980s, when the factions of 
Deng Xiaoping and Chen Yun battled over the direction of reform, has 
ideology been a live issue in Chinese politics. 

Meanwhile in Tokyo, Colum Murphy writes that extreme right-wing 
groups are facing a crisis because many of their ideas have been accept- 
ed into the mainstream. Because of their violent tendencies, they are 
still marginalized, and are left with little sense of purpose. Yet that does 
not mean one should count them out. As the Abe administration moves 
to revise the constitution, create a new armed forces and re-evaluate 
World War II history, the radical right has an opportunity to jettison its 
counterproductive tactics and enter into electoral politics. 

Given the already tenuous state of relations between Japan and Chi- 
na, this new era of ideological ferment could easily spill over into the 
international arena. That would have dire consequences for Asia. 
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LETTERS 





Time to Bite the Bullet 


JONATHAN BELL MADE it loud and clear 
that it is time for China to gear up innova- 
tion (“China’s New Mantra: Innovate Not 
Imitate,” March 2007). China can ill afford 
to continue submerging itself in the turbu- 
lent waters of pirating the intellectual prop- 
erties of others, lest it drown itself. 

There have been encouraging signs (al- 
beit slow) in myriad Chinese institutions 
and organizations to promote and beef up 
research and development, but the out- 
come has been minimal. In the 1960s, Ja- 
pan adopted the policy of imitating the 
West, particularly in manufacturing and 
technology. Nevertheless, by 1970s, it had 
fully embraced innovation. Absorbing what 
the West could offer, Japan built on the im- 
ported products and improved their qual- 
ity. China will be fast reinventing itself via 
innovation. One has only to wait and see. 

Venn Tzu 
Singapore 


Even More Special 


THANK YOU FOR the excellent article by 
Jonathan Adams (“The Enduring Appeal 
of the ‘Special’ Zones,” March 2007). The 
zones of the future will be more attractive 
than you indicate. Your article included 
the following statement: “By 2010, only the 
poorest WTO members—under $1,000 per 
capita—will be able to offer duty-free im- 
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port and export rights in a specific zone.” 
That is incorrect. By 2010, only the poorest 
wTo members will be allowed to offer “ex- 
port subsidies.” However, duty-free import 
and export rights are not considered “ex- 
port subsidies” as defined by wro rules and 
so will still be allowed in all zones. 

As long as countries find benefits in 
trade they will find ways to create zones 
that improve their investment climate and 
reduce the costs of trade regulation. As the 
article points out, zones are moving into lo- 
gistics and other services. Services are not 
covered by the WTo restrictions on “export 
subsidies.” They are also racing to develop 
new types of “perks” that that will not be 
considered “export subsidies,” such as im- 
proved worker education. 

Robert C. Haywood 
Evergreen, Colorado 


India’s Rising Prices 


YOUR MARCH 2007 editor’s letter ignores 
grass-roots realities pertaining to the ris- 
ing prices in India. Your assessment—that 
the incomes of the poor have been rising, 
putting pressure on prices—is misplaced. 
There are four real causes for the price 
rise in India. First is the erosion of the 
value of rupee by almost two-thirds dur- 
ing the last 15 years. Second is the huge 
incomes in the top income bracket, which 
are putting pressure on prices. Third is 
futures trading in essential commodi- 
ties. Fourth is the heavy taxation and du- 
ties on commodities like diesel, resulting 
in a cascade effect on all the other prices. 


D.Papa Rao 
Hyderabad, India 
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The Rise of 
China’s New Left 


by Leslie Hook 





ANG SHAOGUANG, A pro- 
fessor of politics at Chi- 
nese University in Hong 
Kong, leans forward in 
his chair, beaming, and 
says that China is at a tipping point. “I call 
it the ‘great transformation,” he exclaims. 
“In addition to economic policy, for the 
first time China now has social policies.” 
Before economic reform it was not neces- 
sary to have a separate social policy, he 
says, because society and economy were 
deeply intertwined. 

For Mr. Wang this shift, long overdue, 
is good news. This articulate former Yale 
professor is one of a loose grouping of Chi- 
nese intellectuals, dubbed the “new left,” 
who point to rising income inequality and 
argue that the country’s emphasis on eco- 
nomic growth should be leavened with 
social democratic policies that redistrib- 
ute wealth. And that is precisely what is 
starting to happen. 

The social policy trend is linked to a re- 
vival of central government power. In 
1995, the government’s tax revenue as a 
share of cpp reached a nadir of 9.9%. After 
a concerted effort to improve collection, 





last year the figure reached 18.1%, roughly 
the level of 1987. And of course real Gpp has 
tripled in that same period, meaning the 
government has plenty of cash to beef up 
the military, invest in infrastructure and 
still spend more on social welfare. 

The rebound in fiscal muscle tracks 
with Mr. Wang’s diagnosis of the current 
transformation. “Economy and society 
were embedded during socialist times, 
then became disembedded and now they 
are becoming re-embedded,” he says. “You 
see this in health care and education espe- 
cially.” He explains that state withdrawal 
from areas like health care and education 
during the heady economic reform of the 
1980s and 1990s left huge inequities that 
are now beginning to be filled. 

China’s policy track record bears out 
this observation. The annual legislative 
plan released Feb. 27 in anticipation of the 
National People’s Congress put it thus: 
“Because China now places economic 
growth and social development on an 
equal footing, there will be more laws 


œe Ms. Hook is a Princeton-in-Asia fellow at the 


REVIEW. 


5 | 


œo CHINA = 


dealing with social issues in the next few 
years.” And in his opening speech to the 
NPC on March 5, Premier Wen Jiabao 
pointed out that last year government 
spending on education and health in- 
creased 39.4% and 65.4%, respectively, 
from the previous year. 

But the shift goes beyond just spending 
money on the poor. That is clear from the 
contentious debate over the Property Law 
that has haunted the nrc for years. The 
legislation was tabled and failed to pass six 
times at the annual Congress—setting a re- 
cord in China’s legislative history—before 
it went through with substantial changes 
this year. Even now the law remains con- 
troversial because it codifies the individu- 
al’s right to own land in a state that was 
founded on the principle of communal 
ownership. And within society, enthusi- 
asm for free enterprise seems to have 
peaked. 

Since 1992 when Deng Xiaoping made 
his Southern Tour and reinvigorated the 
reform process, pragmatism has been the 
order of the day. The conflicts within the 
upper echelons of the Communist Party 
were between rival patronage networks, 
not policy factions. So it is striking that to- 
day, even though the leadership is still 
dominated by technocrats, ideology is 
making a limited comeback. 

The debate rages not just on the floors 
of the Congress, but across China’s intel- 
lectual circles: How to successfully recon- 
cile open markets with the country’s 
communist legacy? The days of dismissing 
contradictions by invoking Mr. Deng’s 
catchphrase “socialism with Chinese char- 
acteristics” are over. 


Rise of a Movement 


IN THE FIVE years since Communist Party 
Secretary Hu Jintao’s rise to power, the 
new left has emerged with a range of pre- 
scriptions for a troubled society. Although 


the name is something of a misnomer—left 
and right are understood quite differently 
in China than in Europe or the United 
States—the term generally describes peo- 
ple who oppose a neoliberal market econ- 
omy, want increased social welfare, argue 
for greater democratic participation (but 
without formal elective democracy), and 
support more assertive foreign policies. 

“Its basic features include caring about 
the poor and the underprivileged and be- 
ing critical of runaway development,” says 
Zhang Xudong, a professor of comparative 
literature at New York University who has 
been identified as new left. Mr. Zhang, 
who was reached in a telephone interview, 
also cited the rise of the nouveau riche, of- 
ficial corruption, pollution and the “de- 
struction of the countryside” as primary 
concerns for this group. 

« The new left has been talking about 
these issues for long time, but the dramat- 
ic deterioration of China’s environment 
and rural areas in recent years has thrown 
these topics into the national spotlight. In 
2004 over 70,000 incidents of rural un- 
rest, many due to illegal land seizure by 
corrupt officials, were reported, and the 
social fabric of China’s countryside contin- 
ues to decay as able-bodied men and wom- 
en migrate to cities to seek employment. 

The increasingly dire situation has un- 
doubtedly been a boost to the new left. 
Prof. Wang says that six or seven years ago 
universities in China were almost com- 
plete dominated by liberals, but that is no 
longer the case. “Why? Because society 
changed. People think about issues that 
they didn’t before.” Others described the 
new left as having “a lot of appeal.” 

The term new left itself is problematic, 
though. Some who bear the label cringe at 
its associations with the “old left” hardlin- 
ers who genuinely wish for a return to 
Mao’s era. “In the very beginning, ‘new 
left’ was not a word I used myself, it was a 
word other people used to criticize me,” 
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says Wang Hui, a professor in the depart- 
ment of Chinese language and literature at 
Tsinghua University and co-editor of the 
influential monthly magazine Dushu. 

The reasons behind intellectuals’ res- 
ervations towards the label are linked to 
the seismic shifts in China’s political cli- 
mate over the last decades. Mr. Zhang 
identifies three stages in the development 
of the new left: “When it first emerged it 
was purely academic, and referred very 
specifically to overseas Chinese students 
who studied with American or European 
leftist intellectuals. They were very criti- 
cal of marketization, privatization, the 
rolling back of the welfare state.” 

During the second stage, when these 
students returned to China, they felt that 
China was going through the same process 
of “capitalization” other countries had ex- 
perienced, says Mr. Zhang, and they were 
bitingly critical of the direction of the re- 
forms. As aresult, “they were viewed with 
profound suspicion at home,” he says. Dur- 
ing the 1980s, when China was accelerat- 
ing its program of economic reform, Deng 
Xiaoping famously said that the Commu- 
nist Party had to guard against radicalism 
from the left more than from the right. 

However, as China’s economy boomed 
and society became more stratified, these 
suspicions were overcome. “Now at the 
most recent stage the new left has become 
a pretty broad-based social movement. 
Maybe it’s an exaggeration to call it 
a movement, but it’s certainly a 
trend of like-minded people,” 
Mr. Zhang says. 

Still, there re- 
mains great differ- 
ence of opinion 
over what the 
new left stands 
for. One of the 
most central divi- 
sions is between 
thinkers who de- 
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fine the new left in terms of opposition to 
neoliberalism, which advocates free market 
capitalism, and those who see it as opposed 
to classical liberalism, which advocates in- 
dividual freedoms. Wang Hui espouses the 
former view. “This is not a debate with lib- 
eralism, he says, explaining that the new 
left draws on a variety of intellectual re- 
sources including the liberal tradition. In 
his view the new left is really debating neo- 
liberalism, and he suggests the term “criti- 
cal intellectual” is more precise. 
Alternatively, Wang Shaoguang defines 
these camps in terms of Isaiah Berlin’s two 
concepts of liberty: “Liberals advocate a 
kind of 19th century freedom—freedom 
from, rather than freedom to. So they just 
want to be left alone by government con- 
trol or intervention.” He describes the new 
left as advocating the opposite. “Not just 
freedom from government intervention, 
but freedom to have an equal chance at 
health, education, and many other things.” 
This group is more likely to include stu- 
dents of Marxist and Maoist thought. 
Further along the spectrum, some 
thinkers fall be- 
tween the new 
left and the 
now largely 
irrelevant 
hardliners, 
or old left. 
One example is 
Gong Xiantian, a 72- 
year-old professor at 
Peking University Law 
School whose criti- 
cism is a big factor in 
the delay of the pas- 
sage of the Property 
Law. An ardent Marx- 
ist, he describes China’s 
current political direction 
as finally tired of capitalism 
and ready to “go back to the 
good old days.” 























Yet unlike leftist hardliners—whom 
one source described as old, marginalized 
and bitter—Mr. Gong is hardly irrelevant. 
His main bone of contention is that pri- 
vate-property rights are unconstitutional 
in China, a state founded on the idea of col- 
lective ownership. And when he speaks 
out, China’s leaders take note. “In [August] 
2005 when I posted my essay [online], Wu 
Bangguo [chairman of the standing com- 
mittee of the Nec] called me right up and 
we spoke for a long time,” he recalls. “And 
on Sept. 26 of that year they made an an- 
nouncement concerning publicly owned 
property, emphasizing that China is still 
based on collective ownership.” 

As a result of such objections the law 
was amended to improve protection for 
public property, and a clause stating the 
law must not contradict the constitution 
was added. Interviewed the day after the 
seventh version was discussed in a closed 
session of the Npc, Mr. Gong said he had 
already seen the new version (which had 
not been made public at that time) and 
supported the changes and the draft. 

Mr. Gong’s experience suggests that 
communist ideals resonate deeply with 
China’s decision-makers. However, such 
an ideologically charged debate is the ex- 
ception rather than the rule. Most of those 
interviewed for this article lamented that 
ideology was increasingly irrelevant to 
policy decisions. 

“The country is basically run by a 
bunch of engineers, the technocratic 
class,” says Mr. Zhang, the professor of Li- 
terature at New York University. “The col- 
lege students are less and less political,” he 
adds, expressing disappointment. 

Some see this as a crisis of cultural 
leadership. “The current leaders are really 
just feeling the stones to cross the river,” 


‘China has no governance. The economy is the 
only government.... Money is the only ideology.’ 






says Han Yuhai, an associate professor of 
literature at Peking University, referring 
to a well-known Deng Xiaoping dictum 
about gradualist reform. “We sometimes 
joke that the leaders walk with their heads 
down because they are looking for money 
lying on the ground,” says Mr. Han, whose 
academic work is influenced by Maoism. 
“The political crisis lies exactly here—Chi- 
na has no governance. The economy is the 
only government.... Money is the only ide- 
ology.” 

But while the new left is critical of neo- 
liberalism, they are not advocating return 
to a centrally planned economy. “They are 
not calling for a direct return to Mao’s 
countryside. Instead of that they are call- 
ing for a middle-of-the-road approach—a 
Scandinavian social model, the British 
welfare approach, or the U.S. model, the 
New Deal,” says Mr. Zhang. 

Several new leftists see the reforms as 
initially beneficial, but less so as the hu- 
man and environmental costs of China’s 
development increased. “The early eco- 
nomic reforms were a positive-sum game,” 
says Wang Shaoguang, “but by the late 
1990s economic reform had become a 
zero-sum game.” As the state forced sec- 
tors like health care and education to be- 
come more market-driven, many people 
were simply left without the services they 
once enjoyed. 

Wang Hui’s description of problems 
brought on by an overly eager embrace of 
open markets draws on the liberal tradi- 
tion: “Market freedoms are only possible 
under the control of a government. So they 
can never be unlimited. China’s problem 
is that our lives have been too closely con- 
trolled. We need more autonomous space. 
We can’t have our lives controlled by the 
market.” He advocates greater “economic 
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democracy” as a solution, for example by 
improving workers’ rights. 

One area of particular concern for new 
leftists has always been the countryside, 
which they point to as a prime example of 
market-economy failures. Wen Tiejun, an 
agricultural economist at Renmin Univer- 
sity, describes how he perceives China’s 
reform as having robbed the countryside 
of its labor and its capital, thwarting the 
necessary “three productivities’*—Adam 
Smith’s land, labor and capital. He argues 
that China is a typical dual society, where 
the vast difference between urban and ru- 
ral environments necessitates different 
policy approaches for the countryside and 
for the cities. 

The reforms backfired because policy 
makers treated the countryside too much 
like the cities, he says. “Rural industrial- 
ization combined with rural townshipiza- 
tion is a valuable way to increase farmers’ 
incomes,” he says, adding that rural in- 
comes grew faster than urban incomes in 
the 1980s. “There were no protests, no so- 
cial conflicts [in rural areas]. The 1980s 
were a golden age. The social conflicts 
started because in the 1990s we didn’t 
progress in a way that was compatible 
with the realities in the rural areas. The 
implementation of the legal system, for ex- 
ample—this cannot really work in the 
countryside.” 

New leftists see China’s rural woes as 
vindicating the positions they have held 
for a long time. Wang Hui smiles as he ex- 
plains how his journal helped break the 
story on rural Chinese poverty. “In 1999 
Dushu printed a piece about the sannong 
(“three rural”) problem [referring to agri- 
culture, farmers and the countryside]. At 
that time, the government did not even ad- 
mit that the three rural problems existed, 
but two years later it was on the agenda of 
the NPC.” 
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Support From the Top 


IN A SHARP departure from the eras of 
Deng and Jiang, Messrs. Hu and Wen have 
differentiated their leadership style with 
symbolic gestures bound to please the left. 
After Mr. Hu was appointed president in 
2002, one of the first places he visited was 
Xibaipo in Hebei province, the last place 
the Communist Party occupied before 
seizing Beijing in 1949, And Mr. Wen made 
headlines a few months ago by visiting 
farmers’ homes in the countryside of Liao- 
ning province on the eve of Chinese New 
Year, echoing his visits to coalminers on 
the same day of the lunar calendar in 2005. 
These expressions of solidarity with the 
working class and visits to revolutionary 
heritage sites pay homage to the country’s 
socialist past in a way that China’s leaders 
have not done for decades. 

While this has undoubtedly helped the 
rising popularity of the left and the new 
left, many point out that it is too early to 
tell whether Mr. Hu truly shares leftist 
convictions, or if his policies and political 
gestures have just been motivated by prag- 
matism. “For the time being he’s just main- 
taining the status quo, so we'll have to wait 
and see what he really believes in,” says a 
young woman in a leftist bookstore who 
asked to be identified by her screen name, 
Red Star Beauty. 

Others think that Mr. Hu has already 
shown his colors and will stick to them. 
Mr. Zhang describes the slogan “harmoni- 
ous society” and Mr. Hu’s visits to com- 
munist heritage sites as “a very smart way 
of indicating a mild break from the Zhu 
Rongji model, which is very pro-business 
and very focused on the coastal regions, 
and avery good way to achieve some type 
of political identity.” 

Mr. Han, the professor of literature at 
Peking University, sees Mr. Hu as similar 
to Mao Zedong in that both are home- 
grown intellectuals who began their ca- 






reers at the grass-roots level—Mr. Hu 
spent 14 years working in Gansu province, 
one of China’s poorest areas. “Hu will be 
the most like Mao, compared to Deng and 
Jiang,” he concludes. Cynics, however, say 
Mr. Hu’s defining characteristic is a lack 
of vision, and that his apparent choice of 
political hues is simply the safest option 
for someone in his position. 


Democratic Traditions? 


LIKE MAO, THE new leadership is emphasiz- 
ing “democracy.” In the Communist Party 
context the word does not mean one person 
one vote, but rather greater mass participa- 
tion in politics. After the end of the Cultur- 
al Revolution, Deng moved the Party away 
from broad-based movements that mobi- 
lized activists. Nobody expects a return to 
the bad old days of struggle sessions and 
Red Guard rallies. But many leftists would 
like to arouse more enthusiastic involve- 
ment in implementing Party policy. 

“We want to go back to the original 
meaning of democracy—rule by the peo- 
ple,” says Prof. Wang. In practical terms, 
new leftists have a variety of opinions 
about how this could be achieved. Prof. 
Wang describes scenarios of choosing a 
jury of citizens by lot to approve major pol- 
icy initiatives, or participatory budgeting 
whereby town or village residents have a 
say in allocating the municipal budget. 

Others describe a democracy with a 
hint of socialism. “Democracy is not about 
procedure only,” says Mr. Zhang. “When 
you talk about democracy you have to talk 
about it in substantive terms like demo- 
cratic distribution of wealth, or democrat- 
ic distribution of social power.” Mr. Zhang 
sees this concept of democracy as being 
very different from the Western-style de- 


While advocating greater ‘democracy, the new left is 
less eager to discuss human rights and media freedom. 






mocracy advocated by Chinese liberals. 
“In China opponents of the new left tend 
to say, let’s have rule of law, let’s have elec- 
tions, let’s play by the rules. That is a par- 
tial understanding of democracy.” 
Thinkers across the new left spectrum 
criticize Western-style democracy, and 
many say they hope to learn from the mis- 
takes that democratic countries have 
made. And by refusing to embrace elective 
democracy, new leftists believe they have 
the best interests of the masses at heart. 
“Corrupt officials are the ones who would 
benefit from Western-style democracy. In 
the future there is a chance that the nou- 
veau riche could take advantage of capital- 
ist-style democracy,” warns Mr. Gong: 
Mr. Zhang expresses similar reserva- 
tions: “The new left advocates a sort of 
deeper democracy—it has to reach the 
masses, instead of only benefiting the ur- 
ban middle class. Whereas the Chinese 
liberals have to equate democracy to rule 
of law, all of which is meant to legalize 
their newly gained social positions.” 
Some new leftists perceive China as al- 
ready moving toward the model of democ- 
racy they advocate. Wang Hui points to the 
discussions over the Property Law. “Sev- 
eral things are changing about the way 
China’s laws are being made,” he says. “In 
the past, policies were made from inside 
the government, but now more of those 
[policy initiatives] are coming from soci- 
ety.” He lists a number of factors that he 
says fundamentally changed the way soci- 
ety and government interact: the Internet 
and broader access to information; more 
intellectuals participating in critical de- 
bate; and economic growth. “When social 
conditions present the opportunity for 
such a discussion [as took place over the 
Property Law], that’s a good thing.” 
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Despite these reassuring sentiments, 
contradictions emerge on topics like hu- 
man rights and press freedom. Since Mr. 
Hu has come to power the state has pro- 
gressively tightened its grip on journalists, 
and Beijing’s top universities have reduced 
the space for public expression of opin- 
ions. The Internet continues to be tightly 
monitored and restricted. And at this 
year’s NPC, discussion of the Property Law 
was conducted in closed meetings, and as 
of the time of writing the law still had not 
been made public. 

Mr. Gong says that an increasingly 
transparent legislative process and public 
involvement in debate over legislation are 
signs of “progress,” but he shakes his head 
at the way the npc dealt with discussions 
of the law during the latest Congress. 

“The fact that they’ve shut down debate 
indicates that they’re trying to avoid ideo- 
logical discussion,” he says, a fact that oth- 
ers have linked to Messrs. Hu and Wen’s 
desire to avoid controversy in the run-up to 
this October’s 17th National Congress of the 
Communist Party of China, a once-in-five- 
years event that will most likely herald 
changes in China’s top leadership positions. 
Mr. Gong called the drafting process of the 
law “too secret” and said the way the NPC 
had gone about it “wasn’t right.” 

New leftists have a variety of reactions 
to discussions of press freedom, underlin- 
ing the diversity of people to whom the la- 
bel is applied. On the more moderate side, 
Wang Hui advocates ever greater space for 
discussion and suggests he has experienced 
firsthand how difficult media censorship 
can be. “I’ve been an editor for 11 years. I 
can’t use casual language to describe this 
experience,” he says, pausing. “Only by con- 
tinuing to express your views can you ex- 
pand the space for discussion.” 

Others seem less sure of where they 
stand, however. Like Wang Hui, Wang 
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Shaoguang also said everyone should be al- 
lowed to engage in free speech. However 
when asked directly about China’s censor- 
ship of the Internet censorship, he gives a 
look that suggests surprise. “I have no such 
experience, and most of my friends in Chi- 
na can use the Internet in extremely pro- 
ductive ways.” And leftist hardliners go so 
far as to express their support for govern- 
ment intervention in the press. “There is 
definitely control of the media,” Red Star 
Beauty, a self-identified Maoist, tells me be- 
fore excusing herself to join colleagues for 
takeout dinner in the back of the bookshop. 
“But this is necessary. It’s quite different 
from the U.S.—we need some guidance.” 

Human rights are also not something 
new leftists bring up very often. “Human 
rights were not part of Mao Zedong’s 
worldview,” says Mr. Han, in the context 
of a discussion about China’s foreign poli- 
cy, shortly before referring to a book fa- 
mous for its anti-Western sentiment, China 
Can Say No (China Industry and Com- 
merce Associated Press, 1996). 

The irony is that only because human 
rights have improved in China do such in- 
tellectuals have the freedom to voice their 
dissatisfaction with a government that has 
largely succeeded in sidelining ideology. As 
the values of liberalism become more 
strongly entrenched, those who pine for the 
days of less economic and political freedom 
are able to reassert their views. Whether or 
not China’s leaders sympathize, this poses 
an added challenge to them. 

The question then becomes what sort of 
“great transformation” China is facing. In 
addition to having social policies, the coun- 
try now has a debate over what they should 
be. The poor masses’ demands for greater 
social equity could lead to demands for a 
real say in how it is achieved. That is some- 
thing neither the national leaders nor the 
new left would like to see. i 
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Japan’s Radical Right 


by Colum Murphy 





N AN UPSCALE café in To- 
kyo’s Takadanobaba dis- 
trict, Kunio Suzuki sips 
English tea as soothing 
classical music plays in the 
background. The café isn’t far from Wase- 
da University, Mr. Suzuki’s alma mater 
and scene of the some of the most violent 
clashes between Japan’s extreme left- and 
right-wing student groups in the 1970s. 
Looking at him now, it’s hard to believe the 
soft-spoken, doe-eyed 64-year-old is a vet- 
eran of those clashes—and one of Japan’s 
most prominent right-wing extremists. 

In his heyday, he spent several months 
in police custody for lobbing petrol bombs 
at the British and American Embassies in 
Tokyo. Now, a far more sedate Mr. Suzuki 
is advisor to Issuikai, a leading uyoku dan- 
tai, or right-wing group. He’s hoping to re- 
invent that group in a kinder, gentler image, 
and secure a place in mainstream Japanese 
society for voices similar to his. 

There are many reasons why this make- 
over is so urgently needed. For decades, 
groups like Mr. Suzuki’s had aclear and real 
enemy in communism. This common foe 
united Japanese right-wingers of all shades. 





Now that has changed. With the fall of 
Communism and the demise of left-wing 
groups in Japan, the right is no longer uni- 
fied and nuanced, important differences 
are starting to seep into the open. 

This is especially true now that a small 
but influential group of hawkish parliamen- 
tarians (mainly in the ruling Liberal Demo- 
cratic Party) have broken the monopoly on 
the nationalist line that once belonged to 
the likes of Mr. Suzuki. A host of issues that 
the uyoku hold dear—including constitu- 
tional reform, education reform and terri- 
torial integrity—are now full-fledged 
agenda items pushed by Prime Minister 
Shinzo Abe and his close circle. Meanwhile, 
in the post-Sept. 11 world, the uyoku groups’ 
trademark violence and threats have be- 
come a liability. In short, a major overhaul 
is needed if the uyoku want to retain any 
shred of relevance they might still possess, 
and survive to play arole in the mapping of 
Japan’s political future. 

The radicals occasionally still make the 
news, as in August last year when a maver- 
ick right-winger burned Lop lawmaker 
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Koichi Kato’s house in Yamagata Prefec- 
ture to the ground. But such exposure can’t 
hide a basic fact: In today’s dramatically 
changed Japanese political landscape, the 
market for their extremist antics has grown 
increasingly small. Now, some right-wing- 
ers like Mr. Suzuki want to regain appeal 
by renouncing violence, and focusing on an 
anti-American, antiglobalization message. 
But for many, the idea of a new, cuddlier 
uyoku is unconvincing. (Mr. Suzuki still ex- 
presses admiration for the terrorist Irish 
Republican Army, France’s far-right Jean- 
Marie Le Pen and Russia’s Vladimir 
Zhirinovsky.) And the parochial platform 
he and others are espousing is not likely to 
find much support. Meanwhile, the uyoku 
are splintering into groups with sharply 
different goals, with some now virtually 
indistinguishable from criminal syndi- 
cates. In short, it’s looking more and more 
like the end of an era. 

Yet it would be premature to bid “good 
riddance” to these folk. Precisely because 
some of their views are becoming main- 
stream, they could still have an important 
part to play in shaping Japan’s future as the 
country grapples with the challenge of de- 
fining its place in the world. 


Deciphering the Radical Right 


THE TERM UYOKU dantai means different 
things to many people. The word uyoku it- 
self literally means “right wing” (dantai 
means “organization”). The groups have 
been around in one form or another since 
the 1880s when people such as Mitsuru 
Toyama set up the Genyosha group, which 
called for the “liberation” of Asia from Eu- 
ropean and American imperialists. A 2004 
report by Japan’s National Police Agency 
estimated there were 900 active groups 
with around 10,000 members nationwide. 
And while official numbers fluctuate wild- 
ly from one year to another, in comparison 
to data from 1994 the number of such 
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groups has increased by 100, but member- 
ship has fallen by 6,000 people. No matter 
which set of data one uses, it is clear that 
in acountry of more than 125 million these 
groups represent a tiny but very visible 
(and audible) minority. 

Some groups, such as Nihonseinensya, 
boast as many as 2,000 members. More of- 
ten, organizations are small operations 
with around 10 members, while some 
“groups” are little more than a name, with 
membership consisting of a single individ- 
ual. Masahiro Horigome, the perpetrator 
of the Kato arson attack, was the sole mem- 
ber of the uyoku “group” Dainihon Douhou- 
sha. Mr. Horigome reportedly took 
umbrage at Mr. Kato’s criticism of then 
Prime Minister Junichiro Koizumi’s visits 
to the controversial Yasukuni Shrine—a sa- 
cred site for Japanese nationalists since it 
honors all those who died in the emperor’s 
service, including 12 convicted World War 
II Class A war criminals. 

It is important to emphasize that not all 
right-wing groups are politically motivat- 
ed. In fact, more than half—and possibly as 
much as 80% of the groups—are so-called 
boryokudan-kei uyoku, or radical groups 
that are linked to the yakuza, the Japanese 
mafia. The remainder is largely made up of 
the more politically motivated shin uyoku 
(new uyoku) and a very small number of 
junsui uyoku, or “pure” uyoku who tend to 
be more academic in nature. Just to make 
things more complicated, the new uyoku 
are actually not very new at all. This group, 
to which Mr. Suzuki and Issuikai belong, 
trace their history to the early 1970s. They 
tend to be antigovernment and anti-Amer- 
ican—although not all groups in this cate- 
gory subscribe to exactly the same creed. 
A fourth group could also be added to the 
mix. Known as net uyoku, this catchall 
phrase describes various radical groups 
and individuals that use the Internet to air 
their views and post often scathing at- 
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The boryokudan-kei groups are most 
commonly seen on the streets of Tokyo 
and other Japanese cities, driving heavily 
decorated trucks equipped with loud- 
speakers blaring nationalistic music and 
angry rhetoric. But profit, not politics, 
drives them. “They often attack individual 
companies or high-profile persons, accus- 
ing them of being anti-Japanese,” says Hi- 
sanori Noda, a journalist and former 
officer with Japan’s Public Security Intel- 
ligence Agency (psIA). “Thus they black- 
mail their targets and earn money.” 

But Mr. Suzuki is quick to dis- 
miss these groups as attention- 
seeking troublemakers: “The 
uyoku that appear at Yasukuni 
Shrine every August 15 [the an- 
niversary of the end of World War 
II] with slicked-back hair and 
sunglasses are not representa- 
tive,” he says. 

The bizarre relation- 
ship between criminal 
gangs and the more po- 
litical uyoku goes back 
a long way. According 
to Mitsuhiro Suganuma, 
a retired section head of 
the second intelligence de- 
partment of the PSIA, ties were sealed be- 
tween the yakuza and the uyoku in 1960 
with the signing of the Japan-U.S. Security 
Treaty. Left-wing groups violently opposed 
the treaty. In order to counter these groups, 
the then government, led by Nobusuke Ki- 
shi (grandfather of current Japanese Prime 
Minister Shinzo Abe), looked to the right- 
wing groups for support and protection. In 
turn, uyoku came to rely on the yakuza 
groups for the muscle needed to fulfill their 
promise, says Mr. Suganuma. 

This arrangement, which was intended 
to allow the uyoku to use the yakuza, soon 
backfired. Following the introduction of a 
series of antiyakuza laws in the 1990s, the 
yakuza found it increasingly difficult to op- 
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erate their traditional underworld busi- 
nesses, such as gambling. In order to avoid 
detection by the police and gain new reve- 
nue streams, the yakuza set up uyoku-type 
organizations, whose main goal was to ex- 
tort money leading companies and person- 
alities. This practice continues to this day 
among the boryokudan-kei uyoku. As the 
presence of yakuza-affiliated right-wing 
groups becomes more visible, the public 
and the media lumped them in with the 
“new” uyoku as birds of a feather. 
That’s not entirely fair to 
the more serious, political- 
ly oriented “new” uyoku, 
but the confusion is par- 
tially their own fault: The 
“new” uyoku groups have 
not actively tried to distance 
themselves from their more 
thuggish brethren. Even Mr. 
Suzuki seems reluctant to be 
too harsh on the yakuza- 
linked groups. On the 
contrary, he actually ex- 
presses solidarity with 
them: “We are all out- 
laws,” he says. That’s 
not always literally true, 
but it expresses the loose 
ties that bind right-wing groups together: 
All are society’s misfits, seen by normal 
Japanese and police as flying below the ra- 
dar of acceptable society. 

By the 1990s the political right-wing 
groups faced challenges on several fronts. 
On the one hand the yakuza-affiliated 
gangs were growing, sullying further their 
already damaged image. At the same time, 
the radical groups’ traditional sources of 
funding were drying up, forcing them to 
rely on the publishing of newspapers and 
books and membership fees for funding. 
But this wasn’t enough to ward off a finan- 
cial crunch. The future looked bleak for 
the political right-wingers—and things 
were about to become even worse. 


HARRY HARRISON 


Do or Die for Japan’s Radical Right 17 


Upstaged and Marginalized 


OTHER, MORE SERIOUS threats to the rad- 
ical right’s raison d’étre emerged in the 
1990s. With the fall of the Berlin Wall, col- 
lapse of the Soviet Union and subsequent 
demise of Japan’s left wing, the uyoku lost 
its major enemy. Some of the original tar- 
gets of uyoku agitation were Japanese so- 
cialists and other left-wing groups. 
Right-wingers were left in search of acom- 
mon enemy on which to vent their fury—a 
search that hasn’t yet ended. Whereas an- 
ticommunism had been a unifying force, 
today there is considerably less cohesion. 
Most right-wing groups share a strong 
sense of nationalism and aspire to protect- 
ing Japan and its culture, but they have se- 
rious differences over how to carry out this 
vision. For example, they can’t agree on 
whether the U.S. is the enemy. Some groups 
(including Mr. Suzuki’s) are adopting an 
increasingly shrill anti-U.S. and antiglobal- 
ization stance, while others continue to fa- 
vor friendly ties with America. 

But perhaps the biggest blow to the uy- 
oku has come in the rightward drift in 
public attitudes in recent years, and spe- 
cifically from a group of young, national- 
ists within the LDP whose hawkish views 
have enjoyed greater currency in recent 
years. In an interview with the Ronza, LDP 
lawmaker Taku Yamasaki reportedly esti- 
mated that around 10% of the ruling party 
can be considered as part of this national- 
ist posse. (Mr. Yamasaki also reportedly 
said of the remaining Lpp, 30% had com- 
mon sense, and 60% were “colorless.”) As 
one political analyst, who asked not to be 
named, put it: “The hawkish nationalists 
represent just a fraction—not even a fac- 
tion—of the Lpp.” 

Nonetheless, they are an increasingly 
influential and vociferous fraction, and one 
that has the ear of Prime Minister Abe on 
many issues, including on a number of ar- 
eas which for long have been hot buttons 


for the radical right—the need for revision 
of Constitution reform to allow Japan to 
become a “normal nation” by having its 
own armed forces; educational reform; a 
more assertive assessment of Japanese his- 
tory; and greater protection of Japan’s sov- 
ereignty. Conservative publications such as 
the Sankei Shimbun newspaper and its af- 
filiated monthly opinion magazine Seiron 
give voice to the visions espoused by these 
hawkish conservatives, and many of these 
agenda items are either currently being im- 
plemented or addressed or will be in the 
coming months and years ahead. In par- 
ticular, moves to revise Japan’s constitu- 
tion are expected to pick up pace once the 
upcoming parliamentary elections are out 
of the way. 

These goals bear an uncanny resem- 
blance to the long-held aspirations of the 
radical right. In this sense, the radical right- 
wing groups’ appeal is fading not because 
their ideas are too far out on the fringe, but 
for precisely the opposite reason. Mr. Noda 
elaborates: “Japanese society has obviously 
become conservative and ethnocentric 
since the late 1990s.... Opinion leaders 
sometimes express more radical views than 
the uyoku. In that sense, it can be said that 
the majority of the Japanese—consciously 
or subconsciously—now have uyoku-fash- 
ioned sentiments.” 

Case in point: Prime Minister Abe’s re- 
cent remarks on the controversial issue of 
comfort women. While acknowledging 
that hundreds of thousands of mainly Ko- 
rean and Chinese women served as pros- 
titutes for the Japanese military during 
World War II, Mr. Abe reportedly said 
there was no evidence these women had 
been “forced” to become sex slaves. Yoshi- 
ro Kamijima, chief editor of the conserva- 
tive Seiron magazine, reiterated this view 
to me. “It is not a fact that the Japanese 
army and the police forced [these women] 
to be slaves,” he said, explaining that pov- 
erty drove most of the women to work in 
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the brothels. Seiron currently prints about 
80,000 to 100,000 issues a month, twice 
the circulation it enjoyed a decade ago, 
suggesting a growing market for its view- 
point among mainstream Japanese. 

This shift to the right has not benefited 
radical right-wing groups such as that led 
by Mr. Suzuki. While the uyoku and hawk- 
ish conservatives share common values, 
they disagree on several important issues, 
most notably on the role that Japan’s army 
would play if and when constitutional re- 
form allows Tokyo to possess a full-fledged 
military, and on how a normalized Japan 
should engage with the world. Both the 
hawkish conservatives and the radical 
right-wing groups are hardly homogenous 
groups which makes generalizing about 
their stances both difficult and dangerous. 
Nevertheless is it generally the case that 
the hawkish conservatives aspire to a more 
internationally active Japan—one that 
would dispatch troops abroad if necessary. 
The right-wing groups tend to have a more 
domestic focus, espouse a narrow defense 
of Japanese interests and would be reluc- 
tant to see Japanese troops defend the in- 
terests of other countries. 

Similarly, views differ over how Japan 
should handle relations with the U.S. Most 
hawkish conservatives tend to be pro-U.S. 
(although some argue their pro-Ameri- 
canism is of the self-serving variety, aimed 
at securing a larger role for Japan in world 
affairs), while some uyoku are becoming 
more vociferous in their anti-American 
and antiglobalization stances. Of late, 
many uyoku groups have become particu- 
larly vehement in their anti-Iraq war ac- 
tivities. 


Fighting Back 


SO SHOULD THE likes of Mr. Suzuki roll 
over and allow the right-wing banner to be 
carried by the hawkish conservatives? Not 
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surprisingly, the hawkish conservatives 
and their supporters are only too willing to 
answer this question with a resounding 
“yes.” Hisahiko Okazaki, a former diplomat 
and director of the Okazaki Institute in To- 
kyo, considers the right-wing groups to be 
all but dead: “The authentic ideological uy- 
oku... have practically disappeared....I don’t 
see any practical significance for the (new) 
uyoku,” he says. 

Other observers are not so pessimistic 
about the group’s future, however. Mr. Su- 
ganuma, the retired psIA section head, be- 
lieves the rise of globalization, uncertainty 
about Japan’s political and economic fu- 
ture, and the widening gap between rich 
and poor could all contribute to an “emo- 
tional framework” suitable for fostering a 
rebirth of the radical right. “There is still a 
basis for growth,” he says. “This could al- 
low them to form political parties.” 

Mr. Suzuki believes uyoku still have a 
key role to play. There are plenty of things 
to fight against, he says—especially hawk- 
ish conservatives’ pro-globalization and 
pro-American stances. By doing so, the 
radicals could finally find their place in 
Japanese politics by serving as a balancing 
force in the debate within Japan’s right. To 
get to this point, however, Mr. Suzuki says 
the uyoku will need to hone new skills and 
cultivate leadership in order to evolve— 
something even he acknowledges is a 
daunting task. And they will need to re- 
nounce violence, if they ever hope to have 
their views taken seriously in the court of 
public opinion. 

If more media exposure gives the uyoku 
the chance to enter mainstream debate, it 
will also subject them to greater scrutiny 
and put increased pressure on them to de- 
velop more reasoned arguments and deliv- 
er them with greater sophistication. “In 
the past the uyoku had no message—just 
violence,” says Mr. Suzuki. “Now is a turn- 
ing point. It’s do or die.” ii 
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Philippines Fights 
Leftists, Fair or Foul 


by Simon Montlake 





HE OFFICE OF Karapatan, a 
human-rights organiza- 
tion, is on the second floor 
of a dreary apartment 
: block in Quezon City, near 
to the campus of the University of the Phil- 
ippines. Karapatan shares its cramped of- 
fice with several affiliated left-wing 
groups, including a farmers’ federation 
that advocates land reform. For a visiting 
journalist, this shared location is conve- 
nient, as successive interviews can be con- 
ducted there, saving travel time across 
Manila’s acrid sprawl. To critics, though, 
this affiliation clouds the reporting of 
Karapatan, making it hard to accept its 
findings at face value. Army generals dis- 
miss it outright as a front organization for 
the Communist Party of the Philippines 
(cpp) and its armed wing, the New People’s 
Army (NPA), which began what is by now 
the world’s longest-running communist 
insurgency in 1969, 

But over the last year, Karapatan’s find- 
ings have become much harder to refute. 
In particular, its accusation that the Phil- 
ippine government and its security forces 
are behind the systematic slaying of hun- 
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dreds of leftist politicians, lawyers, union- 
ists, churchmen and human-rights 
workers. The alleged campaign began in 
2001, when President Gloria Arroyo took 
office with the backing of the powerful 
military, and has increased in intensity 
since her controversial re-election in 2004 
amid widespread vote-rigging. According 
to Karapatan, military death squads oper- 
ate across the country, part of a strategy to 
wipe out the influence of the left in local 
and national politics. 

On the day of my visit in February, 
Karapatan’s tally of extrajudicial killings 
of left-wing activists had reached 833, in- 
cluding 27 of its own volunteers. A further 
193 people had disappeared. “It’s nation- 
wide and it’s systematic,” said Ruth Cer- 
vantes, a coordinator for the group. Later 
that day, in a comfortable air-conditioned 
office at the headquarters of the Philip- 
pines National Police, I was given a sliek 
presentation by a task force set up to inves- 
tigate the killings. Their statistics on the 
number of documented victims were vast- 
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ly different—in the low hundreds—as was 
their explanation. Much of the violence, I 
was told, was perpetrated not by the secu- 
rity forces, but by the communist forces 
who wanted to purge their ranks. Other 
killings were the result of local disputes in 
a country where firearms are plentiful. In 
the handful of cases where security per- 
sonnel were charged, they were rogue of- 
ficers acting without orders. 

This is also the explanation given by the 
Armed Forces of the Philippines (AFP), 
which claims to have captured documents 
from the cpp that describe a strategy of tar- 
geted killings that are used to smear the se- 
curity forces. These purported documents 
were shared with Philip Alston, a United 
Nations special rapporteur on extrajudicial 
killings who visited the Philippines in Feb- 
ruary. Mr. Alston also sat through the same 
police task-force presentation that I did. He 
wasn’t impressed, though. Mr. Alston, alaw 
professor at New York University, dismissed 
outright the communist conspiracy theory. 
At the end of his 10-day visit, he said that 
the AFP was “in a state of denial” about its 
involvement in the killings. 


A State of Denial 


A GOVERNMENT COMMISSION headed by 
former Supreme Court Justice Jose Melo 
separately reached a similar conclusion: 
Army officers were behind the bulk of the 
killings. The arp had tolerated and en- 
couraged the assassination of “enemies of 
the state,” the commission reported. Its 
findings were initially suppressed by Pres- 
ident Arroyo, who claimed that they were 
only preliminary conclusions. But that line 
proved hard to sustain as foreign govern- 
ments kept asking to see the report, so it 
was released. What might have been dis- 
missed as communist propaganda has 
gained the currency of a truth that is hard 
to refute, at least without a credible, inde- 
pendent investigation of the military. But 
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such an investigation is likely to stall under 
the drifting leadership of President Arroyo, 
who is fearful of losing military support. 
She has proposed special courts to try hu- 
man-rights cases and asked for technical 
help from European allies who have been 
vocal in denouncing the violence. At the 
same time, there has been no let-up in the 
killings, nor in the harassment of left-wing 
activists by other means. In March, a left- 
wing congressman and former rebel Satur 
Ocampo was arrested on a murder charge 
dating back to the 1980s. The move came as 
Mr. Ocampo was campaigning for congres- 
sional elections in May, a crucial vote that 
could crimp President Arroyo’s rule in the 
remainder of her term that ends in 2010. 
Such legal shenanigans are far from the 
troubles faced by Boy Facunla, a peasant 
activist whom I met at Karapatan’s shabby 
offices. It seemed like an incongruous 
place to meet this stocky rice farmer, who 
sat rolling his white Levi’s baseball cap in 
his calloused hands. But it has become his 
second home, ever since he fled into hiding 
in 2005. Mr. Facunla, 50, had been active- 
ly organizing peasants in central Luzon, 
not far from the hot spot of Tarlac. He was 
also a provincial official in Anak Pawis 
(which means “toiling masses”), a left- 
wing political party. That made him a 
prominent local figure, and when extraju- 
dicial killings began to surge in his dis- 
trict, he left his family of eight and fled to 
Manila. “I haven’t been home in two years. 
I’m the number one target,” he told me. 
Gunmen had murdered his nephew and 
several other left-wing activists, and he 
put the blame squarely on the military. 
“We know they’re behind the killings.” 
In 2005, I traveled to Tarlac to report 
on a strike at a sugar mill that had turned 
violent. At the time, the army blamed the 
violence on communist infiltrators that 
were manipulating the strikers. The union- 
ists denied any outside help and accused 
the security forces of attacking their camp 
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and murdering one of their leaders. What 
struck me was not the tense atmosphere 
on the picket line, but the feudal backdrop 
to the dispute. The mill was part of the Ha- 
cienda Luisita, a 6,000 hectare estate that 
dates back to Spanish colonial rule. In 1957, 
it was sold to the powerful Cojuangco fam- 
ily. Thirty years later, after the fall in 1986 
of U.S.-backed dictator Ferdinand Marcos, 
newly elected President Cory Aquino 
promised social justice and land reform. 
That was a bold mes- 
sage for the Philippines, 
where a tiny oligarchy 
clings to the privileges of 
the past, and nearly half 
the population survives 
on less than $2 a day. It 
was also a sham. Mrs. 
Aquino is a scion of the 
Cojuangco family and 
part-owner of the Luisi- 
ta estate. Instead of ac- 
quiring plots of land, 
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shares in a listed compa- 
ny in 1989, but the mea- 
ger dividends have done 
little to improve their 
lives. I talked to sugar-cane workers whose 
father and grandfathers had worked the 
same fields, with only marginal improve- 
ments in their living conditions. Most work- 
ers are born, raised and die on the vast 
estate. Some never leave, they told me. 

Armed with a backhoe, Benvenido Ca- 
pan was planting a row of beans next to a 
tract of rotted sugar cane. A retired garden- 
er at the estate house, his torn white shirt 
and black shorts flapped around his pencil- 
thin legs and arms. He remembered past 
strikes, including against the Spanish over- 
lords of Luisita, and was pessimistic of the 
outcome. “The strikes are always the same. 
We ask and they don’t give.... I wish we 
could own some land,” he told me. 

The stark inequalities of Luisita go some 





Legislator Satur Ocampo is facing trial for the murder of 
15 communist party cadres during a purge in the 1980s. 
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way to explaining why some Filipinos be- 
lieve in a workers’ paradise while the rest 
of Asia—including the communists—have 
embraced capitalism. The romantic appeal 
of Che Guevara-branded socialism hasn’t 
faded on Philippine campuses, nor in the 
rural heartland where armed struggle lives 
on. The npPa has long cultivated a Robin 
Hood reputation of robbing the rich to fur- 
ther its revolutionary cause in the country- 
side. From afar, it may seem like a thuggish 
or criminal outfit, and 
one which the U.S. has 
classified, along with the 
CPP, as a terrorist organi- 
zation. But in a society 
that runs roughshod 
over the poor, the NPA 
offers an alternative, 
which is why it contin- 
ues to recruit and thrive 
across the Philippines. 

Atits peak during the 
Marcos dictatorship, 
when the left drew broad 
support for its resistance, 
the NPA fielded as many 
as 25,000 combatants. 
After the restoration of 
democracy and internal purges in the 1990s, 
its ranks fell to under 10,000. Its current 
strength is estimated to be around 8,000 
regulars, spread widely across the archipel- 
ago. This force is used to extract “revolu- 
tionary taxes” from private businesses and 
supporters, and to harass government of- 
ficials and security personnel. Its income is 
estimated at over $30 million a year, much 
of which is allegedly funneled to the CPP’s 
exiled leadership in the Netherlands. Dur- 
ing an election year like this one, the NPA 
can expect to rake in as much as $77 mil- 
lion, according to Pacific Strategies & As- 
sessments, a security consultancy in 
Manila. Politicians campaigning in NPA 
strongholds are expected to pay money to 
the rebels for safe passage. 
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To the U.S. government, which has pro- 
vided as much as $500 million in military 
aid to Manila since 2001, the biggest secu- 
rity threat in the Philippines is Islamic ter- 
rorism. Most of its aid is earmarked for 
training and equipping elite military units 
battling Abu Sayyaf, an extremist group 
funded in the 1990s by Osama bin Laden’s 
brother-in-law. That strategy suits the pur- 
poses of the U.S. and other allies, which see 
the southern Philippines as a weak link in 
Southeast Asia’s fight against militant Is- 
lam. Australia is negotiating a treaty with 
the Philippines to allow it to beef up coun- 
terterrorism cooperation along the lines of 
the U.S. involvement, which forbids a com- 
bat role for foreign troops. 

Talk to the Philippine military, though, 
and you hear a different story. Their enemy, 
plain and simple, is the left. The NPA is an 
obsession for many generals, who rose in 
the ranks during the Cold War rule of Mar- 
cos and drank deeply from the anticommu- 
nist well. These commanders see no 
daylight between urban activists agitating 
for social reforms and armed rebels dug 
into hillside camps. “When we talk of com- 
munism, we talk of all parts of the move- 
ment. They are inseparable,” an army major 
general told me. President Arroyo’s hawk- 
ish security advisors go further, accusing 
their mainstream political opponents of 
plotting with communist rebels to topple 
the government. In such a hothouse atmo- 
sphere, it’s easy to see how a plan to elimi- 
nate political troublemakers could gain 
traction. Nor would there be much reason 
to expect that decades of military impunity 
from prosecution would be reversed. 

“What you have right now is a contra- 
dictory situation,” said Walden Bellos, a 
leftist professor at the University of the 
Philippines who is running for Congress 
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Philippines Fights Leftists, Fair or Foul 
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The army’s fixation on fighting communism has 
turned into a blood feud with no end in sight. 


in May. “You have the formal process of 
democracy, civil rights and liberties, oper- 
ating at one level. At another level, we have 
the politics of total impunity....The mili- 
tary’s way of dealing with the left is assas- 
sination as a mechanism of sterilization.” 

In the 1990s,President Fidel Ramos 
tried to bring the left into the mainstream 
politics, and about a dozen left-wing politi- 
cians were elected to Congress under a par- 
ty-list system, including former rebels who 
publicly renounced armed struggle. The 
thinking was that by creating a legal politi- 
cal route, the communist underground 
would lose its appeal. But doubts persisted 
that leftist politicians had fully cut all ties 
with their old comrades. Security chiefs 
bristled at the presence of left-wing agita- 
tors at street protests and in Congress, and 
continued to warn of communist infiltra- 
tion of legal fronts. President Arroyo ben- 
efited from this mobilization in 2001 when 
huge crowds, including leftist groups, 
turned out against embattled President Jo- 
seph Estrada. But the honeymoon quickly 
soured, and in 2006 President Arroyo de- 
clared a strategy of all-out war against com- 
munism, and the wave of extrajudicial 
killings began to peak. 

The npa is clearly a drain on rural de- 
velopment and a disincentive to invest in 
the Philippines. But analysts say it has no 
hope of mounting a serious challenge to the 
government’s authority. The army’s fixa- 
tion on fighting communism has turned 
into a blood feud without end. While coun- 
tries such as Thailand managed to defuse 
their communist rebellions in the 1970s 
with a combination of diplomacy and force, 
the Philippines seems to be spinning its 
wheels in a Cold War time warp. Without 
reform of the army, the war of attrition will 
continue, one way or another. = 








Why China Thrives 
Despite Corruption 


by Shaomin Li and Judy Jun Wu 





T IS COMMONLY believed 
that corruption distorts 
the allocation of resources 
by diverting much-needed 
capital from economic de- 
velopment into corrupt officials’ pockets. 
Thus high-level corruption in a country is 
considered detrimental to its economic 
growth. However, some countries such as 
China have achieved rapid economic 
growth in spite of rampant corruption. 

Both public-opinion polls in China and 
surveys by international organizations 
confirm that the level of corruption in Chi- 
na is deeply rooted and widespread. How- 
ever, in spite of this endemic corruption, 
the Chinese economy has been growing 
rapidly, with an average annual growth 
rate of approximately 10% over the last 20 
years. China is not alone; there are other 
countries that show similar patterns, 
mostly in East Asia. 

This poses a puzzle: Is corruption re- 
ally detrimental to economic growth? 
More specifically, why does corruption 
seems to be more harmful to some coun- 
tries and less harmful to others in terms of 
economic growth? 
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Some researchers have made the “ef- 
ficiency enhancing” corruption argument. 
Under a political and economic environ- 
ment where regulations are extremely rig- 
id and antibusiness, bribery may serve as 
lubricant to circumvent stifling regula- 
tions and thus help economic perfor- 
mance. But the researchers have failed to 
further specify why some countries tend 
to enjoy this “efficiency enhancing” effect 
while others do not. 

Our study sheds light on this issue. We 
argue that a major factor that may system- 
atically distinguish countries with pre- 
dominantly “efficiency-enhancing” 
corruption from countries with predomi- 
nantly “predatory” corruption is the level 
of public trust in a society, namely, trust 
between strangers. In a society with a high 
level of public trust, corruption tends to be 
efficiency-enhancing, or less harmful to 
economic growth, whereas in a society 
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that lacks public trust, corruption tends to 
be more predatory and more harmful to 
economic growth. 

This seems to violate common sense, 
since trust is viewed as one aspect of mor- 
al behavior, while corruption is the antith- 
esis of morality. So why would trust be 
important in corruption? 


Trusting Souls 


CORRUPTION IS ILLEGAL in all societies, at 
least on paper. Thus an important factor in 


taking bribes is the risk of being caught. 


Trust is important in bribery-corruption 
relationship because of the time lag and 
geographic separation between the bribe 
payment to the corrupt official and the de- 
livery of the public good to the briber. This 
is especially true in large-scale corruption 
involving government contracts or market 
access worth hundreds of millions of dol- 
lars, as opposed to petty corruption that 
can be accomplished on the spot, such as 
paying a police officer to cancel a traffic 
ticket. 

Should the briber pay first, or should 
the official deliver the goods first? If there 
exists a high level of trust between the 
briber and the official, timing is less of a 
concern. Otherwise, the deal cannot be 
done since there is very little legal protec- 
tion for bribery-corruption relationships. 
Furthermore, without trust, there is a high 
risk that the briber may turn the official in 
or blackmail him. 

Suppose there are two types of societ- 
ies in terms of the level of public trust: So- 
ciety A has avery high level of public trust, 
whereas society B has virtually no public 
trust. In society A, where strangers tend 
to trust each other, corrupt officials would 
feel comfortable taking bribes from almost 
anyone, because the likelihood of being 
turned in by the briber is very low. Fur- 
thermore, whether the briber pays first or 
the official delivers first is not a major is- 


sue, since they trust each other. Thus it can 
be logically argued that in society A, there 
is an extensive and efficient bribe-taking 
corruption market; corrupt officials sell 
the public goods—contracts, profitable in- 
formation, or market access—to the high- 
est bidder who has the most efficient 
business operation. Bribers pay and offi- 
cials deliver, creating “efficiency-enhanc- 
ing” corruption. 

In society B, people are highly suspi- 
cious of each other, and therefore corrupt 
officials will only accept bribes from people 
they know well, such as their relatives and 
longtime friends. In these close relation- 
ships, the time lag between payment and 
delivery is not a big problem. But such 
transactions are limited to only a small 
number of people, meaning that the corrup- 
tion is likely to distort the allocation of re- 
sources away from those people who could 
make the most efficient use of them. 

Moreover, if corruption is rampant in 
society B, it implies that corrupt officials 
must extract bribes from strangers. But 
with strangers, the time lag and geograph- 
ic separation (such as paying bribers in one 
city and delivering the goods in another 
city) becomes a difficult issue. Since there 
is little trust and thus no guarantee that 
the official will deliver, the potential brib- 
ers are not willing to pay up front. 

Likewise, the official will not deliver 
without payment first. The likelihood of 
bribe-taking is further reduced because 
there is a risk of being turned in by the 
briber. If corruption is rampant in such a 
society, then it implies that officials con- 
trol most resources and have absolute au- 
thority to extract payment from ordinary 
citizens and businesses. Such corruption 
is predatory, a pure extortion that does 
not deliver. 

What countries tend to have higher lev- 
els of public trust? Research suggests that 
public trust is built during a long history of 
informal networks between people in so- 
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cial, economic, and political exchanges. 

Based on the above analysis, in coun- 
tries with a more expansive and thicker 
social network, as reflected in the higher 
level of public trust, bribery-corruption 
relations tend to be more extensive (more 
people participating) and efficient in the 
sense that the briber pays and the corrupt 
official delivers what the briber wants, fa- 
cilitating business ac- 
tivities and thus 
economic growth. 

In contrast, in 
countries with a weak 
social network, as evi- 
denced by a low level 
of public trust, brib- 
ery-corruption rela- 
tions tend to be 
limited to a small 
number of related 
people (family mem- 
bers or friends), who 
may not necessarily 
be the most efficient 
users of the public 
goods they receive as 
a result of their bribes. 
Under a low level of 
public trust, the bribe 
payment by strangers 
will degenerate into 
extortion, producing 
a net loss to the briber 
and no efficiency gain for the economy. 

The case of China and the Philippines 
will illustrate our argument. As shown in 
the table nearby, both countries have sim- 
ilar scores in terms of the perception of 
corruption, but display wide differences 
in the level of public trust and economic 
growth rate. China had a much higher 
rate of GDP growth than the Philippines in 
the 1990s, and the Chinese public express- 
es a massively greater degree of trust than 
is found in the Philippines. What can ex- 
plain this? 





Corruption allowed the late President Ferdinand Marcos of the 
Philippines and his pals to pocket between $3 billion to $6 billion. 
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Unwritten Rules 


CHINA IS BEST known for its culture and 
practice of guanxi. Guanxi refers to the in- 
formal social networks based on the private 
relationships among people. It functions as 
a relation-based governance system that 
provides a private means to facilitate and 
protect economic transactions. 

Game theorists 
show that without 
initial trust, even re- 
peated games may not 
work well since each 
party may be afraid 
that the other party 
may take advantage 
of his trust. In a rela- 
tion-based society 
with a high-level of 
public trust, the like- 
lihood of cooperation 
between strangers is 
high so that a poten- 
tial briber and a pro- 
spective corrupt 
official can make a 
deal quite quickly. 

The bribery-cor- 
ruption relationship 
in China closely re- 
sembles such condi- 
tions of high public 
trust. In China, due to 
the monopoly of most economic resources 
by the government, corruption is rampant. 
The widely accepted view in China is that 
“power cannot be deposited in a bank, so 
you had better profit from it while you 
can.” Furthermore, the strong and thick 
social network allows the bribery-corrup- 
tion relationship to extend beyond family 
and friends. 

In China it is common that a business- 
man may need special help from a govern- 
ment department. He would likely go 
around asking all his friends if they might 
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know someone in that department. Very 
likely, one of the friends would say, “I don’t 
know anyone there directly, but my sister- 
in-law has a co-worker who knows some- 
one who has a student who is the son of a 
senior official in that department.” In a so- 
ciety with low trust, such an indirect rela- 
tionship would be deemed too risky to 
discuss bribes. But in China, many brib- 
ery-corruption relationships can be estab- 
lished in just this way, due to its strong 
guanxi culture. 

This high trust can be seen even from 
the behavior of foreigners in China. Ethan 
Gutmann’s book Losing the New China 
quotes a multinational executive explain- 
ing how his firm would give a large “slush 
fund” to a consultant to pay bribes in Chi- 
na: “The terms of the deal was...a $10 mil- 
lion discretionary fund. Hands off, no 
questions asked. Don’t ask [the consultant] 
where the money goes....We know exactly 
what he was up to, and exactly how suc- 
cessful he would be....” 

According to Takungpao, a Chinese 
government newspaper, bribers and cor- 
rupt officials in China have taken the art 
of corruption to the next level. One of the 
new features can be called the “globaliza- 
tion” of bribery. Bribes are paid not in Chi- 
na, but outside of China, in the form of 
luxury homes, bank accounts, or gambling 
trips. Obviously these activities and assets 
are exchanged outside of China to reduce 
the risk of being caught. But the geograph- 
ic and temporal separation of payment and 
delivery also means that there has to be a 
high level of trust between the briber and 
the official. 

Perhaps the most innovative feature of 
corruption in China is that it has taken the 
form of futures options: The briber and the 
official often develop a mutual understand- 


In China, practicing corruption is like investing 
in futures options—repayment is not immediate. 


ing that the incumbent official will help the 
briber now but will not be paid immediate- 
ly. Years later, when the official is retired, 
the briber will pay him in some way. Obvi- 
ously, this arrangement substantially re- 
duces the risk of being caught. Again, 
without such a high level of trust, the cor- 
rupt official will not choose this option. 


Corruption in the Philippines 


THE CASE OF the Philippines is very differ- 
ent from that of China. A major type of 
corruption in the Philippines, at least his- 
torically, was that the state head would 
control entry into an industry or simply 
monopolize it, and impose a tax or sur- 
charge on all the products of the industry 
or extract a fee for entering the industry. 
The state head would appoint one of his 
cronies to be in charge of the industry and 
steal all the collections from the state cof- 
fers. To the private sector payers, these 
taxes, surcharges or fees, are nothing more 
than robbery, a deadweight loss in the eco- 
nomic sense. The collecting officials sim- 
ply impose the fees on the payers, without 
facilitating or helping any business activi- 
ties. Furthermore, the victim of the cor- 
ruption, the payers, would have no 
evidence with which to turn in the official 
collector, because the latter is simply car- 
rying out a state order. 

Several cases of major industries in the 
Philippines demonstrate such a corruption 
pattern. In the coconut sector during the 
1970s (accounting for roughly 25% of Phil- 
ippines’ export income), former President 
Ferdinand Marcos imposed a tax on all 
sales of coconuts and copra. The agency in 
charge of collecting this tax was headed 
by his close friend Manuel Cojuangco. Mr. 
Cojuangco then used the extorted money 
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A QUESTION OF TRUST 
Corruption, trust and economic development in China 


and the Philippines 


GDP annual growth 3.3 10.3 
rate (%) (1990-2000) 


Philippines 





GNI per capita (2001) 1050 890 
Corruption perception index 2.8 3.1 
(10=best, 1=worst) (2000) 

Trust (% of citizens who 8.6 54.5 


trust people) (1999-2004) 


SOURCE: WORLD BANK, TRANSPARENCY INTERNATIONAL, 
WORLD VALUES SURVEY 


to buy banks, which in turn funded his ac- 
quisition of many coconut-oil pressing 
mills. Then he put all the tax money into a 
fund and used the fund to subsidize the 
mills he and Marcos controlled. 

There is a similar corruption pattern in 
the cigarette industry. In 1975, President 
Marcos imposed a 100% import duty on 
cigarette filters, but gave a special 90% im- 
port-duty reduction to the Philippine To- 
bacco Filters Corporation, a company 
owned by one of his close friends, Hermin- 
io Disini. Mr. Disini in turn supplied the fil- 
ter at below-market prices to Fortune 
Tobacco, a major cigarette maker owned by 
another Marcos ally, Lucio Tan. Together 
they drove the competition out of market 
and monopolized the cigarette industry. 

In the sugar industry in 1974, Marcos 
ordered that all sugar exports be monopo- 
lized by the Philippine Exchange Compa- 
ny, which was controlled by his college 
friend Robert Benidicto. With the blessing 
of Marcos and subsidies from state funds, 
Mr. Benidicto manipulated sugar prices 
for his own profits at the expense of Phil- 
ippine sugar farmers and producers. 


In all these corruption cases, there was 
little cooperation between the briber (the 
payer of the surcharges, entry fees, and 
other types of extortions) and the corrupt 
official. The briber was forced to pay, and 
the official did not enhance the efficiency 
of the briber’s business. It is estimated that 
through these extortions, Marcos and his 
associates amassed assets valued at be- 
tween $3 billion to $6 billion. 

A statistical test using cross-sectional 
data from 42 countries supports our view: 
The negative effect of corruption on eco- 
nomic growth is mitigated by a higher lev- 
el of pubic trust in a country. In general, a 
one percent increase in the trust level will 
decrease the negative effect of corruption 
by 0.23%. 

What can the reader take away from 
this study? First, we are not saying that 
corruption is good. Corruption has a nega- 
tive effect on economic growth in all coun- 
tries. However, this negative effect may be 
reduced when corruption interacts with a 
higher level of social trust. Second, since 
the briber and the corrupt official both 
benefit, the briber has little incentive to 
turn in the corrupt official, making cor- 
ruption difficult to detect. 

In general, the high level of trust in so- 
cieties with predominantly “efficiency en- 
hancing” corruption implies that cleaning 
up corruption is very difficult. A strong 
and thick social network makes it very 
hard to encourage “whistle blowing.” If 
this logical conjecture is true, then the 
prospects for eradicating corruption in 
highly relation-based countries like China 
are not good. E 
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Taiwan Lowers 
Its Defenses 


by Jonathan Adams 





HORTLY AFTER CHINA an- 
nounced an 18% hike in 
military spending last 
month, Taiwan’s Ministry 
of National Defense 
promptly protested vehemently: The rising 
spending, it said, was aclear sign of China’s 
provocative military threat—not just to Tai- 
wan, but to overall peace in the region. 
Then it repeated long-standing calls for ap- 
proval of the purchase of arms from the 
United States that have been on offer by the 
Bush administration since 2001. 

Key items on the military’s shopping 
list include an upgrade of Taiwan’s exist- 
ing Patriot antimissile batteries and the 
purchase of even more advanced Patriots, 
to counter the threat of over 1,000 Chi- 
nese short-range missiles bristling across 
the Strait. Also coveted are Orion subma- 
rine-hunting aircraft to neutralize Chi- 
na’s rapidly growing submarine force and 
a new fleet of 12 submarines to bolster 
Taiwan’s meager force of four—two of 
which are the outdated Guppy-class subs. 
The Taiwanese air force also wants to buy 
more than 60 U.S.-made F-16 fighters to 
preserve its shaky dominance in the skies 





over the Strait. But Washington has made 
it clear it’s not likely to release the fighters 
until Taiwan first moves on the other 
items on offer. 

Taiwan has purchased some of these 
other items already, most notably four de- 
stroyers, two of which went into service in 
2005. And, just recently, it unveiled an up- 
grade to its homemade fighter jet. To help 
fund further acquisitions, Taipei has re- 
quested a much-larger 2007 defense budget 
of NT$320 billion ($9.6 billion) —2.85% of 
Gpp—and hopes to boost that further, to 3% 
of GDP, in 2008. But the opposition contin- 
ues to block the completion of the pur- 
chase—along with the government’s entire 
2007 budget—amid fierce political wran- 
gling in the legislature. 

No wonder some experts think the is- 
land’s politicians are fiddling while Taipei 
burns. “[The situation] is quite urgent be- 
cause there’s a tip-over of the military bal- 
ance in the Strait to China’s side,” says 
Andrew Yang, a security expert at the Chi- 
nese Council of Advanced Policy Studies 
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in Taipei. “Consolidating Taiwan’s defense 
is indispensable, because without a strong 
defense, Taiwan will be in no position to 
negotiate with Beijing.” 

On a range of measures, analysts say 
China is developing a decisive edge, while 
Taiwan remains mired in partisan bicker- 
ing over how best to respond. And in areas 
where Taiwan still competes—such as air 
power—China is catching up fast. That 
leaves Taiwan increasingly dependent on 
the U.S. as its only de facto military ally 
and sole weapons supplier. 

But China has been focusing its military 
spending precisely on an “antiaccess” strat- 
egy aimed at keeping the U.S. out of a fight: 
Russian-built submarines and potent Sun- 
burn antiship missiles to take out or hinder 
U.S. aircraft carrier groups that might come 
to Taiwan’s defense, and antisatellite capa- 
bilities to eliminate the American military’s 
eyes and ears in a conflict. 

Meanwhile, urgent U.S. voices have 
been warning that the American commit- 
ment to help protect Taiwan is not abso- 
lute, and is premised on Taiwan actively 
taking responsibility for its own defense. 
The artfully worded Taiwan Relations Act 
legally binds the U.S. government to offer 
arms to help Taiwan’s defense, but leaves 
unclear exactly how the U.S. would re- 
spond if the cold war in the Strait became 
hot. “We have been very patient,” said Ste- 
phen Young, the top U.S. representative in 
Taiwan, at a dinner last month. “Let me 
now be straightforward.... The time has 
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come for all political parties [in Taiwan] 
to realize that security is too important to 
be treated in this fashion.” 

To be sure, Taiwan has not been stand- 
ing completely still. In 2002 it redefined its 
overall strategy as one of “active defense.” 
Resources have been shifting away from 
the army and to the air force and navy, 
with the point of moving a potential battle 
off the island and into the air and seas of 
the Taiwan Strait. Military command has 
been streamlined, with a focus on improv- 
ing communication and coordination be- 
tween battle units. The aim is to maintain 
Taiwan’s edge as a nimble, high-tech Da- 
vid to the People’s Liberation Army’s lum- 
bering Goliath. Early warning radar, 
signals intelligence and satellite capabili- 
ties have all been enhanced—as have anti- 
cyber-warfare units designed to thwart 
increasingly sophisticated hacker attacks 
suspected to originate from PLA installa- 
tions in Fujian province. In recent years, 
cyber-warfare and special operations were 
incorporated into Taiwan’s annual mili- 
tary exercises in anticipation of China’s 
battle plan for a lightning-quick offensive 
designed to paralyze and seize the island. 

Still, that’s a far cry from all that Taipei 
should be doing, experts say. There’s a long 
list of laments: Basic munitions are under- 
stocked, training isn’t sufficiently rigorous, 
morale is low, conscript turnover is high, 
military service isn’t taken seriously 
enough, top military posts have been re- 
shuffled too often and promotions have be- 
come too politicized, hurting the island’s 
attempt to professionalize its forces. 

Broadly speaking, military spending is 
seen as simply inadequate to the China 
challenge. In the past few decades, the is- 
land has seen a massive spending shift 
from guns to butter, even as China’s arms 
buildup has accelerated. Defense spending 
accounted for almost half of government 
outlays in the 1950s; that declined to about 
25% by 1995; and around 16% between 
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2001 and 2004. The 2006 military budget 
was nominally 2.2 percentage points low- 
er than it was 10 years earlier, and far low- 
er in real terms. “In Taipei, domestic 
politics dominate. Strategic thought is 
lacking,” writes Shirley Kan, a cross-Strait 
security expert at the Congressional Re- 
search Service in Washington, D.C., in a 
recent essay. “There is no sense of urgency 
when it comes to Taiwan’s self-defense.” 

Meanwhile, the government has passed 
generous social benefits such as national 
health-care and pension plans. That has 
stretched coffers to the limit: The govern- 
ment originally put the big-ticket U.S. 
weapons purchases in a “special budget,” 
isolating them in part to dodge a legal ceil- 
ing on public debt. Such maneuvers have 
given the opposition easy ammunition for 
calling the government fiscally irrespon- 
sible—a potent charge, as real incomes 
continue to stagnate for all but the wealth- 
iest few. 

The opposition has also made an argu- 
ment that resonates with the business-sav- 
vy, pragmatic public: The U.S. is giving the 
island a raw deal, offering them overpriced 
weapons they don’t really need, and can’t 
really afford—all to benefit arms dealers 
who don’t have Taiwan’s welfare at heart. 
The opposition is thus harking back to a 
far-reaching scandal involving alleged 
kickbacks in the purchase of French frig- 
ates in the early 1990s—still a sore memo- 
ry for many Taiwanese. 

Beyond the public’s cynicism about 
large arms deals, there’s also a more fun- 
damental debate on how to view China, 
and how best to shore up the island’s secu- 
rity. When Taiwanese peer across the 
Strait, some see an estranged brother, 
while others see an implacable enemy. The 
former tend to vote for the Kuomintang- 


China is developing a decisive edge in military power 
while Taiwan is paralyzed by partisan bickering. 





led opposition, which itself has roots in the 
mainland. They emphasize China’s eco- 
nomic opportunity as well as its military 
threat, and argue that the best way to deal 
with Beijing is with wisdom, not weapons. 
Even the hundreds of short-range missiles 
aimed squarely at the island don’t look as 
threatening from this perspective: The 
weapons are only there to deter a push by 
independence hardliners who want to per- 
manently break from China. In substance, 
that break would consist of the scrapping 
of the current “Republic of China” cher- 
ished by the KMT and its allies, and the es- 
tablishment in some form of a new 
“Republic of Taiwan.” 

“If Taiwan wants independence, China 
is a threat, but if you give up independence, 
it’s not. In fact, China is an asset, especial- 
ly for Taiwan’s future economic relations,” 
says Chang Ya-chung, a professor at Na- 
tional Taiwan University and former 
chairman of an alliance that has opposed 
the big-ticket U.S. arms purchase. “And if 
Taiwan wants to go independent, how 
many weapons are enough?” 

For pro-independence hardliners, 
though, trying to engage a hostile China is 
dangerously naive. Having finally thrown 
off the yoke of KMT authoritarian rule, 
they’re determined to prevent takeover by 
another undemocratic regime from the 
mainland. And they’re indignant about the 
idea of allowing the PLA to have an effec- 
tive veto over the island’s democratic 
choices. Some not only want a robust de- 
fense; they even have hopes of building up 
an indigenous offensive deterrent against 
China to reduce the island’s military de- 
pendence on the U.S., which frowns on 
their ambitions for all-out independence. 

While a missile deterrent might boost 
morale on the island, some observers say it 
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President Chen Shui-bian inside a Taiwan-made Indigenous Defense 
Fighter jet. China is fast catching up with Taiwan’s air capabilities. 


would heighten tension with China while 
doing little to alter Beijing’s calculations. 
“If Beijing decides to use force against Tai- 
wan, it will have to be willing to accept the 
prospect of war with the U.S., loss of access 
to the U.S. market, possible conflict with 
Japan, global condemnation and likely eco- 
nomic sanctions,” writes Michael McDe- 
vitt, aretired U.S. Navy Rear Admiral at the 
Center for Naval Analyses in Alexandria, 
Virginia. “If China’s leaders are not ‘de- 
terred’ from using force by these potential 
consequences, it does not seem plausible 
that the prospect of a few Taiwanese cruise 
missiles landing in downtown Shanghai 
would make them change their minds.” 

In between the antiarms and “take the 
fight to China” crowds are moderate voices 
that tend to get drowned out. U.S. officials 
publicly insist they are not encouraging 
Taiwan to enter an unwinnable arms race 
with China, but merely want it to be able to 
enter any future talks with China from a 
position of strength. That view is shared by 
Taiwanese and U.S. defense analysts, who 
say the island’s own capabilities are becom- 
ing even more critical as China develops 
high-tech means to complicate any U.S. re- 
sponse to across-Strait conflict. “If China’s 
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military is able to execute its antiaccess 
strategy, then it will become more difficult 
for the U.S. to come to Taiwan’s aid, and 
Taiwan will have to rely on itself,” says Ar- 
thur Ding, a cross-Strait security expert at 
National Chengchi University in Taipei. 
“Arms sales will become more significant 
for Taiwan’s military strategy, not just po- 
litically significant.” 

Given those trends, Taiwan’s dithering 
on defense appears especially ill-timed. 
Still, there’s some hope for relief. Legisla- 
tive reforms enacted in 2005 are expected 
to gradually create a more stable two-par- 
ty system, and reduce the outsized influ- 
ence of fringe, personality-driven parties. 
Anexample: One small, hard-line pro-uni- 
fication party has successfully blocked dis- 
cussion of the U.S. arms purchases in 
committee for more than two years, pre- 
venting a floor debate on Taiwan’s basic 
defense strategy. It is hoped that such ex- 
amples of disproportionate politics will be 
eliminated through reform. 

But there’s plenty of blame to go around, 
and observers of all stripes have honest 
differences on whether the big-ticket items 
on the military wish list really serve Tai- 
wan’s security goals. Asked who was most 
to blame for the current impasse, security 
expert and former Taiwan defense official 
Lin Chong-pin said: “Perhaps it’s our still- 
maturing democracy. We lack a political 
culture where people can agree to dis- 
agree, and where rational discussions can 
take place.” 

That’s part of the growing pains faced 
by any young democracy. But if Taiwan in- 
tends to meet the challenge of China’s rap- 
id military buildup and protect its autonomy 
and hard-won democratic gains, it had bet- 
ter find a way to grow up fast. | 


32 FAR EASTERN ECONOMIC REVIEW <= April 2007 


coo SECURITY 2> 








Japan Australia: 
A Bridge Too Far? 


by Robyn Lim 





EVERSING DECADES OF its 
own policy, Australia 
signed a security agree- 
ment with Japan in March 
during Prime Minister 
John Howard’s visit to Japan. Long op- 
posed to the proliferation of Japanese mil- 
itary power in the Western Pacific, 
Australia is now advocating its use. The 
new agreement specifies a number of areas 
for deeper security cooperation between 
the two countries, including enhanced 
military ties. This presumably opens the 
door for Japanese troops to train in Aus- 
tralia, building upon recent examples of 
cooperation—including the Proliferation 
Security Initiative—in ways that also in- 
volve close cooperation with the United 
States. Australia provided combat troops 
to protect the Japanese noncombat contri- 
bution to the Irag war, and in early 2005 
both countries were at the forefront of 
U.S.-led tsunami relief operations in South 
and Southeast Asia. 

With the security agreement, Australia 
is hoping to moderate Japan’s military in- 
fluence in the Pacific by embedding it 
within a wider framework. Whether this 





strategy will work—or even whether it is 
politically sustainable, given the upcom- 
ing Australian elections this year—re- 
mains an open question. But the underlying 
impetus to these changes—on both sides— 
of course, is China. 

During the Cold War, Australia re- 
mained wary about a possible resurgence 
of Japanese military power. It had seen it- 
self at great risk of invasion by Japan in 
1942. Moreover, Australians greatly re- 
sented Japanese war-time barbarism, in- 
cluding the horrible Japanese treatment of 
Australian prisoners of war. 

Thus Australia was eager to see Japan 
restored to international respectability via 
the 1951 U.S.-Japan Mutual Security Trea- 
ty, which both fostered Japanese growth 
and cocooned Japanese power. Because of 
this dual function of the U.S.-Japan alli- 
ance, Australia could be confident that any 
minerals sold to the island nation would 
not be returned in the form of hostile mil- 
itary hardware, as had happened during 





ox Ms. Lim is a professor of international relations 
at Nanzan University and recently author of The 
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On March 13 Prime Minister Shinzo Abe and his Australian counterpart John Howard signed 
a security agreement in Tokyo, Japan’s first such agreement with a nation other than the U.S. 


the Pacific War. Australia quickly became 
a farm and a quarry for Japan, and import- 
ed industrial goods in return, exploiting 
the strong complementarity of the two 
economies. 

Thus Japan’s military build-up in the 
latter stages of the Cold War did not wor- 
ry Australia as much as it did U.S. allies 
closer to Japan, such as the Philippines. 
From Australia’s perspective, Japan’s re- 
armament was limited, clearly defensive 
and undertaken in close cooperation with 
the U.S. 

Australia also understood that the mas- 
sive buildup of Soviet military power inthe 
Far East in the late 1970s and early 1980s 
meant that it was not politically sustain- 
able, from the U.S. perspective, for Japan to 
remain a free rider on U.S. security. 

Still, it did not escape Australia’s atten- 
tion that Japan, unlike West Germany, 
proved unable to settle the issues of World 
War II in ways acceptable to its neighbors. 
Japan also continued to have territorial 
disputes with all of its neighbors, includ- 
ing South Korea—another key U.S. ally. 
Thus the U.S. could not foster the rearma- 
ment of Japan in politically safe ways, in 
contrast to what it achieved in West Ger- 


many—including re- 
building West German 
ground forces within the 
embrace of NATO. 

Today, American and 
Japanese interests, while 
still compatible, are not 
as congruent as they used 
to be. Thus Australia now 
has more incentive than 
ever to do what it can to 
keep Japan within the 
wider network of U.S 
friends and allies, rather 
than risk letting it be- 
come a wild card. 

The main concern is 
clearly China. The U.S.- 
China strategic alignment, forged in the 
early 1970s to counter the huge Russian 
power that threatened them both, has dis- 
solved in lockstep with the Soviet Union. 
Now China and the U.S. are no longer 
friends—nor exactly enemies. 

The six-party talks, for example, have 
seen the U.S. and China take a lead in ne- 
gotiations, leaving Japan on the sidelines. 
The impetus to the talks is not simply re- 
gional security, but also international se- 
curity. Yet the immediate North Korean 
threat to Japan continues to grow steadi- 
ly. The U.S. is kept from having a credible 
military option in relation to North Korea 
because that would entail the unaccept- 
able risk of another ground war with Chi- 
na. That has left Japan in the lurch. 
What’s more, Japan cannot afford to as- 
sume that its interests in relation to China 
will always be consistent with those of 
the U.S. In the event of a conflict, who 
will side with Japan? 

Current U.S.-China dealings in relation 
to North Korea have more than a whiff of 
great-power collusion, at Japan’s expense. 
And so it is hardly surprising that the lead- 
ing Japanese daily, the Yomiuri Shimbun, 
has been openly canvassing whether Ja- 


REUTERS 


34 FAR EASTERN ECONOMIC REVIEW «œ April 2007 


Australia now has more incentive than ever to 


prevent Japan from becoming a wild card. 


pan can afford to continue relying on U.S. 
extended deterrence. 

And that’s where Australia comes in. 
Australia vastly prefers that Japan re- 
main a U.S. strategic dependant, content 
to rely on the U.S. for its nuclear and long- 
range maritime security. But Japan is a 
determined and technologically adept 
country in a region where the balance of 
power remains unsettled. It will look af- 
ter its security one way or another. Aus- 
tralia would thus rather help foster 
Japan’s inevitable rearmament in politi- 
cally safe ways, within a wider U.S.-Aus- 
tralia-Japan framework. 

Predictably, China’s ambassador to Aus- 
tralia, Fu Ying, complained about the new 
security agreement. Others in China, in- 
cluding some in the foreign ministry, are 
more aware that China is itself precipitat- 
ing a wild card in Japan. Australia, in re- 
turn, is encouraging the Chinese to think 
harder about the consequences of its own 
actions, such as the proud and blatant dis- 
play of its antisatellite technology in Janu- 
ary. The test succeeded not only in 
destroying an aging Chinese satellite, but 
also in raising questions in Australia, as 
well as elsewhere, about whether the rise 
of China is in fact peaceful or provocative. 

There is good reason to doubt that the 
extended deterrence of a U.S. nuclear um- 
brella can work in a multithreat environ- 
ment so different from the bipolar balance 
of superpowers characterized by the Cold 
War. And if the U.S. was unable to foster 


the rearmament of Japanese ground forc- 
es in politically safe ways during the Cold 
War, can it really expect to do so now? 

Practical questions also remain. It’s 
questionable whether the new Australia- 
Japan agreement will be sustainable in 
Australia, especially if it means Japanese 
ground forces will be training there. Ja- 
pan’s current political direction has been 
a cause of great concern lately. Prime Min- 
ister Shinzo Abe and his foreign minister, 
Taro Aso, have drawn international criti- 
cism for their many unsavory comments 
about World War II, from supporting re- 
visionist projects to downplaying the role 
of comfort women employed by Japanese 
soldiers. 

There is also reason to doubt whether 
the new agreement can be sustained if the 
Australian Labor Party wins this year’s 
election. The ALP, under the new leader- 
ship of Kevin Rudd, adheres closely to the 
U.S. alliance. Mr. Rudd, a Mandarin- 
speaking former diplomat, has eschewed 
the anti-Americanism of the cultural left 
at home, which had decried the new secu- 
rity agreement as unnecessarily offensive 
to China. 

But Mr. Rudd, understandably, has 
been circumspect about the new agree- 
ment. If he should become prime minister, 
would a Labor government be willing to 
accept the idea that Australia should help 
foster the expansion of Japanese military 
power? That indeed might prove a bridge 
too far. Li 
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Have China Scholars 
All Been Bought? 


by Carsten A. Holz 
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CADEMICS WHO STUDY 
China, which includes the 
author, habitually please 
the Chinese Communist 
Party, sometimes con- 
sciously, and often unconsciously. Our in- 
centives are to conform, and we do so in 
numerous ways: through the research 
questions we ask or don’t ask, through the 
facts we report or ignore, through our use 
of language, and through what and how 
we teach. 

Foreign academics must cooperate 
with academics in China to collect data 
and co-author research. Surveys are con- 
ducted in a manner that is acceptable to 
the Party, and their content is limited to 
politically acceptable questions. For aca- 
demics in China, such choices come natu- 
rally. The Western side plays along. 

China researchers are equally con- 
strained in their solo research. Some West- 
ern China scholars have relatives in China. 
Others own apartments there. Those China 
scholars whose mother tongue is not Chi- 
nese have studied the language for years 
and have built their careers on this large 
and nontransferable investment. We ben- 
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efit from our connections in China to obtain 
information and insights, and we protect 
these connections. Everybody is happy, 
Western readers for the up-to-date view 
from academia, we ourselves for prospering 
in our jobs, and the Party for getting us to 
do its advertising. China is fairly unique in 
that the incentives for academics all go one 
way: One does not upset the Party. 

What happens when we don’t play along 
is all too obvious. We can’t attract Chinese 
collaborators. When we poke around in 
China to do research we run into trouble. 
Li Shaomin, associate professor in the mar- 
keting department of City University in 
Hong Kong and a U.S. citizen, spent five 
months in a Chinese jail on charges of “en- 
dangering state security.” In his own 
words, his crimes were his critical views of 
China’s political system, his visits to Tai- 
wan, his use of Taiwanese funds to conduct 
research on politically sensitive issues, and 
his collecting research data in China. City 
University offered no support, and once he 
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was released he went to teach at Old Do- 
minion University in Virginia. One may 
wonder what five months in the hands of 
Chinese secret police does to one’s psyche, 
and what means the Party used to silence 
Mr. Li. To academics in Hong Kong, the 
signal was not lost. 

China researchers across different dis- 
ciplines may not all be equally affected. 
Economists and political scientists are 
likely to come up against the Party con- 
straint frequently, and perhaps severely. 
But even sociologists or ethnographers 
can reach the forbidden zone when doing 
network studies or examining ethnic mi- 
nority cultures. 

Our self-censorship takes many forms. 
We ask Western instead of China-relevant 
questions. We try to explain the profitabil- 
ity of state-owned enterprises (SOEs) by ba- 
sic economic factors, when it may make 
more sense to explain it by the quality of 
enterprise management (hand-picked by 
the Party’s “Organization Department”), or 
by the political constraints an enterprise 
faces, or by the political and bureaucratic 
channels through which an enterprise in- 
teracts with its owners, employees, suppli- 
ers and buyers. But how to collect 
systematic information about the influence 
of the Party on the operation of a state- 
owned or state-controlled enterprise, when 
these are typically matters that nobody in 
the enterprise will speak about? 

We talk about economic institutions 
and their development over time as if they 
were institutions in the West. “Price ad- 
ministration” regulations, central and lo- 
cal, abound, giving officials far-reaching 
powers to interfere in the price-setting 
process. Yet we accept official statistics 
that show 90% of all prices, by trading val- 
ue, to be market-determined. We do not 
question the meaning of the Chinese word 
shichang, translated as “market,” but pre- 
sume it to be the same as in the West. 


Similarly, we take at face value China’s 


Company Law, which makes no mention of 
the Party, even though the Party is likely to 
still call the shots in the companies orga- 
nized under the Company Law. Only if one 
digs deeper will one find unambiguous ev- 
idence: The Shaanxi Provincial Party Com- 
mittee and the Shaanxi government in a 
joint circular of 2006 explicitly require the 
Party cell in state-owned enterprises (in- 
cluding “companies”) to participate in all 
major enterprise decisions; the circular 
also requests that in all provincial state- 
owned enterprises the chairman of the 
board of directors and the Party secretary, 
in principle, are one and the same person. 
At the national level, the leadership of the 
50 largest central state-owned enterpris- 
es—enterprises that invest around the 
world—is directly appointed by the Polit- 
buro. Economists do not ask what it means 
if the Party center increasingly runs enter- 
prises in the U.S. and Europe. 

The governor and Party secretary of 
China’s central bank, Zhou Xiaochuan, 
writes extensively in Chinese about “com- 
prehensively accelerating central bank 
work” based on the “three represents” (the 
Party represents the “advanced productive 
forces, the advanced Chinese culture and 
the basic interests of the Chinese people”). 
He describes the three represents as. “guid- 
ing macroeconomic policy” in ways that 
defy any Western concept of logic. And yet 
we take this person as seriously as if we 
were dealing with the governor of a West- 
ern central bank, as if China’s central bank 
were truly setting monetary policy, and as 
if the channels through which monetary 
policy operates in China and the impact 
monetary policy has on the economy are 
the same as in the West. 

Are we naive? Or are we justified in ig- 
noring the central bank governor’s sec- 
ond—or rather, first—life as Party 
secretary? Are we subconsciously shutting 
out something that we do not comprehend, 
or something we do not want to see be- 
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cause it doesn’t fit into our neat, Western 
economic concepts? 

Article after article pores over the po- 
tential economic reasons for the increase 
in income inequality in China. We ignore 
the fact that of the 3,220 Chinese citizens 
with a personal wealth of 100 million yuan 
($13 million) or more, 2, 932 are children of 
high-level cadres. Of the key positions in 
the five industrial sectors—finance, foreign 
trade, land development, large-scale engi- 
neering and securities—85% to 90% are 
held by children of high-level cadres. 

With the introduction of each new ele- 
ment of reform and transition, cadres en- 
rich themselves: the dual track price 
system, the nonperforming loans, the as- 
set-stripping of soEs, the misuse of funds 
in investment companies and in private 
pension accounts. The overwhelmingly ir- 
regular transformation of rural into urban 
land may well qualify as “systematic loot- 
ing” by local “leaders.” Local cadres are 
heavily invested in the small, unsafe coal 
mines they are supposed to close, and no- 
body knows how they obtained their stakes 
in these operations. 

A general dearth of economic informa- 
tion shapes our research. Statistics on spe- 
cific current issues are collected by the 
National Bureau of Statistics on special re- 
quest of the Party Central Committee and 
the State Council. None of this information 
is likely to be available to the public. The 
quality of the statistics that are published 
comes with a large question mark. Outside 
the realm of official statistics, government 
departments at all levels collect and con- 
trol internal information. What is pub- 
lished tends to be propaganda—pieces of 
information released with an ulterior ob- 
jective in mind. One solution for China 
economists then is to resign themselves to 
conducting sterilized surveys and to build- 
ing abstract models on the basis of conve- 
nient assumptions—of perfect competition, 
profit maximization given a production 


technology, household utility maximiza- 
tion with respect to consumption and sub- 
ject to financial constraints, etc. How much 
this can tell us about China is unclear. 

Other China economists openly accept 
favors from the Party. We can use our con- 
nections to link up with government cad- 
res. We may be hosted in field research by 
local governments and local Party com- 
mittees. A local Party committee, at one 
point, helped me out by providing a car, a 
Party cadre and a local government offi- 
cial. They directed me to enterprise man- 
agers who, presumably, gave all the right 
answers. The hosts were invariably highly 
supportive, but I ended up working in ex- 
actly the box in which they were thinking 
and operating. (This seems to be the only 
research project that I never completed.) 
Furthermore, those who go to the field and 
interview cadres may not only unwillingly 
become a tool of the Party, but also a tool 
in departmental infighting. 

Our use of language to conform to the 
image the Party wishes to project is perva- 
sive. Would the description “a secret soci- 
ety characterized by an attitude of popular 
hostility to law and government” not prop- 
erly describe the secrecy of the Party’s op- 
erations, its supremacy above the law and 
its total control of government? In Web- 
ster’s New World College Dictionary, this 
is the definition of “mafia.” 

We speak of the Chinese “government” 
without further qualification when more 
than 95% of the “leadership cadres” are 
Party members, key decisions are reached 
by leadership cadres in their function as 
members of Party work committees, the 
staff of the government Personnel Ministry 
is virtually identical to the staff of the Par- 
ty Organization Department, the staff of 
the Supervision Ministry is virtually identi- 
cal to the staff of the Party Disciplinary 
Commission, and the staff of the prc Cen- 
tral Military Commission is usually 100% 
identical to the staff of the Chinese Com- 
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munist Party’s Central Military Commis- 
sion. Does China’s government actually 
govern China, or is it merely an organ that 
implements Party decisions? By using the 
word “government,” is it correct to grant 
the Chinese “government” this association 
with other, in particular Western, govern- 
ments, or would it not be more accu- 

rate to call it the “government 
with Chinese characteris- 
tics” or the “mafia’s front 
man”? Who questions 
the legitimacy of the 
Party leadership to rule 
China, and to rule it the 
way it does? 

The Party’s—or, the 
mafia’s—terminology per- 
vades our writing and 
teaching. We do not ask if 
the Chinese Communist 
Party is communist, the 
People’s Congresses are 
congresses of the people, 
the People’s Libera- 
tion Army is liberat- 
ing or suppressing 
the people, or if the 
judges are not all 
appointed by the Party and answer to the 
Party. We say “Tiananmen incident,” in 
conformance with Party terminology, but 
called it “Tiananmen massacre” right after 
the 1989 Tiananmen massacre, when “inci- 
dent” would have made us look too submis- 
sive to the Party. 

Which Western textbook on China’s po- 
litical system elaborates on the Party’s se- 
lection and de facto appointment of 
government officials and parliamentary 
delegates, and, furthermore, points out 
these procedures as different from how we 
view political parties, government and par- 
liament in the West? By following the Par- 
ty’s lead in giving the names of Western 
institutions to fake Chinese imitations, we 
sanctify the Party’s pretenses. We are not 
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even willing to call China what its own con- 
stitution calls it: a dictatorship (a “people’s 
democratic dictatorship led by the working 
class and based on the alliance of workers 
and peasants, which is in essence the dicta- 
torship of the proletariat”). 
Who lays out the systematic sale of lead- 
ership positions across Chinese 
governments and Party commit- 
tees? The Heilongjiang scandal 
provides the going price list 
from the province down to the 
county level, a list not to be 
found in any textbook. 
The publicly known 
scope of the sale of 
positions does not 
leave much room for 
interpretation. For 
these salesmen and 
saleswomen of gov- 
ernment positions 
to have nothing to 
fear, the rule of the 
mafia and its code 
of silence must be 
powerful beyond 
imagination. 
What is not 
normal is accepted as normal for China. 
Hackers were collecting the incoming 
emails of a faculty member of the Univer- 
sity of Hong Kong from the university’s 
server until they were found out in June 
2005, when they accidentally deleted 
emails. The hackers came from three main- 
land Internet provider addresses, and all 
three IP addresses are state telecommuni- 
cations firms. Within China, the staff of the 
foreign students’ dormitories includes pub- 
lic security officials who keep tabs on for- 
eign students and compile each student’s 
file. In a Shanghai institution of tertiary ed- 
ucation, typing “Jiang Zemin” into a search 
engine from a computer located on campus, 
three times in a row, leads to the automatic 
shutdown of access to that search engine 
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for the whole campus. The Party is rumored 
to employ tens of thousands of Internet 
“police.” Phone calls are listened to, if not 
systematically recorded. Emails are filtered 
and sometimes not delivered. Who will not 
learn to instinctively avoid what the Party 
does not want them to think or do? 

Party propaganda has found its way 
deeply into our thinking. The importance 
of “social stability” and nowadays a “har- 
monious society” are accepted uncondi- 
tionally as important for China. But is a 
country with more than 200 incidents of 
social unrest every day really socially sta- 
ble, and its society harmonious? Or does 
“socially stable” mean no more than ac- 
ceptance of the rule of the mafia? 

“Local government bad, central gov- 
ernment good” is another propaganda tru- 
ism that is accepted unquestioningly in the 
foreign research community, informing 
and shaping research questions. Yet, view- 
ing the Party as a mafia, there is no room 
for such niceties, and reporting outside ac- 
ademia indeed suggests that the center 
hides a rather hideous second face, and in- 
evitably does so for a purpose. 

We see the “ends”—successful reform— 
and don’t question the “means.” The Party’s 
growth mantra is faithfully accepted as the 
overarching objective for the country and 
the one measure of successful reform. No- 
body lingers on the political mechanisms 
through which growth is achieved. The 
mafia runs China rather efficiently, so why 
worry about how it is done, and what the 
“side effects” are? We obviously know of 
the labor camps into which people disap- 
pear without judiciary review, of torture 
inflicted by the personnel of state “securi- 
ty” organs, and of the treatment of Falun 
Gong, but choose to move on with our ster- 
ilized research and teaching. We ignore 
that China’s political system is responsible 
for 30 million dead from starvation in the 
Great Leap Forward, and 750,000 to 1.5 
million murders during the Cultural Revo- 
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lution. What can make Western academics 
stop and think twice about who they have 
bedded down with? 

If academics don’t, who will? The 
World Bank and other international orga- 
nizations won’t because they profit from 
dealing with China. Their banking rela- 
tionship depends on amicable cooperation 
with the Party, and a de facto requirement 
of their research collaboration is that the 
final report and the public statements are 
acceptable to Party censors. The research 
departments of Western investment banks 
won’t because the banks’ other arms like- 
ly depend on business with China. 

Does this all matter? Does it matter if 
China researchers ignore the political con- 
text in which they operate and the politi- 
cal constraints that shape their work? 
Does it matter if we present China to the 
West the way the Party leadership must 
like us to present China, providing narrow 
answers to our self-censored research 
questions and offering a sanitized picture 
of China’s political system? 

The size of China’s economy will ex- 
ceed that of the U.S., in purchasing power 
terms, by 2008 or 2009. China is a country 
with which Western economies are in- 
creasingly intertwined: A quarter of Chi- 
nese industry is foreign-owned and we 
depend on Chinese industry for cheap 
consumer goods. Ultimately, our pensions, 
invested in multinationals that increasing- 
ly produce in China, depend on the contin- 
ued economic rise of China. But does the 
West understand that country and its rul- 
ers? At what point, and through what 
channels, will the Party leadership with 
its different views of human rights and the 
citizens’ rights affect our choices of polit- 
ical organization and political freedoms in 
the West (as it has affected academic re- 
search and teaching)? And to what extent 
are China researchers guilty of putting 
their own rice bowl before honest thinking 
and teaching? = 
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The Curse of the 
Chinese Internet 


by Anne Stevenson-Yang 





MADE-FOR-THE-WEB ad- 
vertisement for the Chi- 
nese search-engine site 
Baidu shows a Caucasian 
man dressed for a wedding 
with a Westernized Chinese woman on his 
arm, entering a Chinese palace complex. 
He reads a Chinese-language sign, laughs, 
and says, “I know.” Just then, his rrval—ac- 
tor Stephen Chow, dressed as a Chinese of- 
ficial—sweeps down the steps saying “You 
don’t necessarily know.” All the women 
around the foreigner run to the side of the 
Chinese man, who proceeds to mark up 
the sign with red ink, parsing the words “I 
know you don’t know me” as the foreigner, 
with a laughable accent, repeats, with less 
confidence, “I know.” Finally, even his 
bride leaves him for the smarter, more dy- 
namic Mr. Chow. 

What is this supposed to mean? That 
Baidu, established by Chinese nationals, is 
better than Google at the concept of Chi- 
nese word boundaries. Chinese, of course, 
is a language of morphemes rather than 
words, and knowing how to group charac- 
ters in a string is a very tricky issue for a 
search engine. So the message is that Bai- 





du results in Chinese are more relevant to 
what the user is looking for. 

The problem is that just about any user 
of the two search engines will tell you it’s 
simply not true. As noted in a report on 
search engines from Marbridge Consult- 
ing, “2006 China Search Engine Survey 
Report,” Chinese users say that Google’s 
results are more relevant than Baidu’s. 
Nevertheless, Baidu has gained substan- 
tial market share over Google in the last 
year, rising to 62% from 52%, while Google 
declined to 25%. It seems that the Curse of 
the Chinese Internet has struck again. 

Consider the dismal record of Ameri- 
can Internet companies in China: 

# Yahoo!: The American portal ac- 
quired Beijing 3721 Technology Co. Ltd. in 
2005 to boost its market share, then 
launched a search subsidiary called Yisou. 
It also partnered with Sina on an auction 
platform. With none of this working espe- 
cially well, Yahoo! paid Alibaba to take 
over its China operations. 


ao Ms. Stevenson-Yang is a director at JL Mc- 
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* AOL-Time Warner: After forming a 
$200 million joint venture with Legend 
(now Lenovo) in 2001 to offer Internet ser- 
vices, AOL put the venture on hold in 
March 2003 and closed it out thereafter. 
Also in 2003, AOL sold its stake in China 
Entertainment Television to Tom.com. 

* MSN: Tencent’s QQ Instant Messag- 
ing service has all but eclipsed Instant 
Messenger in China. Meanwhile, MSN’s 
Chinese portal, launched in 2005, has 
shown a lot of tenacity and ingenuity in 
the market, but languishes far behind mar- 
ket leaders QQ, Sina, Sohu, and Netease. 

* eBay: After years of red ink follow- 
ing its acquisition of local start-up Each- 
net, eBay sold its China operation to Tom. 
com at the end of 2006. 

æ Amazon: In 2004, Amazon acquired 
Joyo for $71 million in cash, of which $70 
million was reported to be in excess of the 
fair value of the assets. No reliable infor- 
mation is available on Joyo’s performance, 
but independent Dangdang.com remains 
the market leader in online book sales. 

* Monster.com invested $50 million 
in ChinaHR in 2005, but even so ChinaHR 
by its own admission has only half the rev- 
enues of market leader 5ljobs. 

A number of strong international verti- 
cal sites have made only tentative incur- 
sions into the China market, including 
Expedia and Travelocity, Match.com and 
MySpace. A few others like CNET Net- 
works keep such a low profile that it’s un- 
clear how they are doing. But it is hard to 
avoid the conclusion that you can pick any 
category on China’s consumer Internet 
and you'll find that locally grown compa- 
nies dominate it. 

Ultimately, of course, it’s financial re- 
sults that determine whether a co @ 
ny is successful or not, and none of 
the international In- 
ternet companies pro- 
vides financial 
breakouts for China. 
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Some may be profitable, but given the 
small market share of the internationals, 
revenue cannot be strong. It remains to be 
seen whether they will be able to lay a 
foundation for future profitability. So far, 
the examples have not been encouraging. 

If there is any deep commonality 
among the troubles these companies have 
met, it is their inability to work with a Chi- 
nese system that does not allow them to 
touch consumers. No principle of Chinese 
regulatory practice is more deeply in- 
grained than the one reserving channels 
of distribution and communication with 
“the masses” for the government. Now, re- 
luctantly, regulators have stretched the 
system in some sectors to include Chinese- 
owned companies, but rarely are foreign- 
invested entities permitted as full 
participants in the distribution chain. 

On the Internet, the “channel” restric- 
tions are around information dissemina- 
tion and access to the telecom network. 
Information dissemination is larded with 
rules and prohibitions, and only govern- 
ment entities are formally permitted to 
generate “news and current events,” while 
other types of information come under 
other elaborate, if not very effective, sys- 
tems of control. 

Access to the telecom network is re- 
stricted to licensed Internet Service Pro- 
viders and Internet Content Providers 
(icp), both of which are almost always 
wholly Chinese owned. That means that 
foreign operators need to entrust the op- 
erations that require an IcP license and the 
generation of much information content to 
companies they do not own. Those ar- 
rangements make a lot of foreign compa- 
nies very queasy. 

Who controls your Web site is not 
the only distribution question. Pay- 
ments systems and 
escrow accounts, as 
eBay has learned, are 

under government 





FAR EASTERN ECONOMIC REVIEW e April 2007 


control, because this is viewed as a finan- 
cial service. The right to sell books, elec- 
tronics or indeed almost anything is very 
hard to obtain, so just about any private or 
foreign operator ends up acting as an inter- 
mediary, while the purchase transaction is 
between the publisher or manufacturer 
and the customer. Dealing with the vast 
and fragmented networks of intermediar- 
les is inefficient and erodes control over 
one’s business. International companies 
have a hard time accepting these jury- 
rigged structures, since they often built 
their success overseas on having disinter- 
mediated players in the supply or distribu- 
tion chain. 

The implications of the fact that all 
channels to the consumer are freighted 
with regulatory inefficiency are wide- 
ranging. “Channels” include not only 
physical distribution but also media, tele- 
communications, retail and wholesale, and 
payments. Some implications for Internet 
businesses: 

æ PR drives traffic: The conventional 
way to acquire traffic is to do content and 
link exchanges with other sites, buy or 
swap online ads, create content “channels” 
for portals, and do various types of online 
promotions. In China, though, there is no 
third-party auditing of Internet traffic, 
and sites fake their numbers. As a result, 
purchasing is driven by general perception 
and relationships, rather than by verifiable 
Cost Per Thousand (CPM). 

Smart Chinese Internet operators have 
built traffic at the outset simply by lying 
about how much traffic they have—sever- 
al of them openly discuss this as a traffic- 
building strategy. They also buy favorable 
press attention to make sure that advertis- 
ers, government, and users all believe they 
are winning over the competition. Eventu- 
ally, perception could become reality. 

* It’s all about community: The gov- 
ernment-controlled press has engendered 
a widespread skepticism about the authen- 
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ticity of official information and a corre- 
sponding affection for “unmediated” 
speech like one finds in chat rooms. The 
bulletin board is the most important part 
of any China-based website; people are 
starved for community and for the “au- 
thenticity” of information from just-folks 
like them (or people pretending to be). 

This creates a hidden barrier to entry, 
as BBS traffic doesn’t much care what site 
it’s on as long as there are lots of people to 
chat with. So traffic follows traffic, and 
that makes it much easier for the en- 
trenched players and much harder for 
newbies. New sites in China routinely 
manufacture BBs traffic by hiring rooms 
full of students to post or else by buying 
traffic from other sites and posting it as 
their own. 

æ De-featured sites work better: In a 
‘market that is constantly rocked by regula- 
tory change, time to market is everything. 
Users are reluctant to spend the time learn- 
ing how to use new features because so 
many sites disappear or change their offer- 
ings after a few months. Some U.S. sites 
have hampered themselves in China by in- 
sisting on bringing out their newest model 
rather than a basic feature set that would 
match the offerings of the competition. 

* Trust the locals: Internet companies 
tend still to be managed by their founders, 
and the founders care deeply about the 
business model. More seasoned, older con- 
sumer products companies, by contrast, 
tend to be agnostic about how to achieve 
share in a new market-whatever works, 
they’ do it. Internet companies have been 
loathe to adopt the “whatever works” prin- 
ciple in China both because of pride of 
ownership and because of ethical concerns 
about China’s Internet policing tactics and 
its corrupt commercial environment. 

* Deal with the government: The hand 
of the government in China’s state-man- 
aged economy has only strengthened dur- 
ing the years of blistering growth. Foreign 
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Internet companies entering the market 
need to meet government agencies, become 
familiar with their agendas, and make com- 
promises that are sometimes frustrating, 
whether that means taking down “objec- 
tionable” content, forming unwanted joint 
ventures or canceling activities to which 
government sponsors object. 

æ Cultivate market intermediaries: In 
China, it is rare to establish a direct channel 
to the consumer. It may be necessary to 
market to consumers, but the sales relation- 
ship is usually held by someone else. Mort- 
gages, for example, are negotiated by 
developers, and, if the consumer has a 
choice, it is generally among no more than 
two banks. Products are sold by networks 
of distributors. The payments and fulfill- 
ment system is so cumbersome that product 
and service providers disintermediate at 
their peril. 


Favoring the Locals 


CHINA’S GOVERNMENT OFFICIALS, and in 
particular the Internet and telecom regu- 
lators at the Ministry of Information In- 
dustry, clearly favor the Internet companies 
that are perceived to be wholly Chinese 
(even though they are all registered over- 
seas). MII generally does anything within 
its legal power (and sometimes some 
things outside its legal power) to promote 
the interests of companies like Baidu and 
Sina over Google and Microsoft. 

For example, Internet information ser- 
vices licenses are required in order to re- 
transmit official news and current-events 
information; no private company is as yet 
technically allowed to generate original 
news and current events. (Lifestyles, sports, 
and other categories are much more loose- 
ly controlled.) The IIS license has proven 
extremely difficult for international com- 
panies to obtain, while the domestic appli- 
cants received licenses speedily. 

Likewise, international companies have 
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been unable to obtain Internet content pro- 
vider licenses for companies in which they 
own equity. When they “rent” licenses from 
third-party companies—as is necessary to 
accommodate the Chinese regulatory re- 
gime—they are held to higher standards 
than the home-grown companies. 
However, international companies also 
have the advantage of knowing how to play 
in big-league markets. Even though 
Google’s China share is far below Baidu’s, 
Google’s global revenues for the last quar- 
ter of 2006 were more than 30 times Bai- 
du’s. Playing in such a relatively small 
market, Baidu has to hope not that China’s 
market will grow for years to come but that 
its expansion into overseas markets will be 
successful. A fascinating measure of Bai- 
du’s abilities will come from the launch of 
its Japanese-language search engine. But 
while Chinese companies are trying to 
crack new markets, international compa- 
nies can bide their time by developing 
functionalities within China to be deployed 
internationally—they have the whole world 
from which to derive revenues. 
Fundamentally, the Internet wants to 
be borderless. From a channel standpoint 
it is. From a content standpoint, sort of. 
From a language standpoint, not necessar- 
ily. Chinese companies need to solve a host 
of problems to reach out and benefit from 
the revenue opportunities from much 
richer markets outside China if they hope 
to reach investor revenue expectations. 
Non-Chinese companies face less of a 
struggle, simply needing to improve their 
functionality in the Chinese language en- 
vironment, await the maturation of the 
market (consumers demanding authentic- 
ity in BBS activity, etc. and advertisers de- 
manding confirmable performance 
results), and eventually evolution toward 
more fairness by regulators. In sum, then, 
it may actually be the Chinese Internet 
companies that are cursed by the unique 
nature of their domestic market. i | 
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Bomb ay’s Growth 
Gets Shanghaied 


by Salil Tripathi 





UMBAI EMERGES FROM 
the Indian Peninsula, 
looking like a palm ex- 
tended to the West, sur- 
rounded by the Arabian 
Sea. But it now wants to turn to the East. 
Amidst a rush of development and urban 
planning in the last several years, the city’s 
new development obsession has become 
Shanghai. 

But will Bombay, as it is popularly 
known, really develop along the same tra- 
jectory as Shanghai? Given the city’s in- 
creasingly proactive voters and protesters, 
the answer is probably not. Nor should it 
want to. 

Since 2004, when Prime Minister Man- 
mohan Singh said that Bombay should be- 
come another Shanghai by 2010, there has 
been a flurry of activity in this city of 17 
million people, with demands for greater 
resources to improve infrastructure, and 
calls to impose restrictions on the number 
of people who come daily to the city look- 
ing for work. There are plans to build more 
fly-overs and a sea link, improve the air- 
port, upgrade hospitals and establish bet- 
ter road links. Land-use laws have been 





changed to permit owners of now-defunct 
textile mills to redevelop those plots, and 
many mills have made way for malls, up- 
scale housing and office complexes. 

In 2001, businesses formed a lobby 
group called Bombay First, and two years 
later they commissioned consulting firm 
McKinsey & Co. to provide a strategic 
framework to transform Bombay into a 
world-class city. Its report, Vision Bombay, 
set eight priorities for higher growth, in- 
cluding improved housing, transport, edu- 
cation and infrastructure. A report from a 
panel of experts will soon suggest policies 
to make Bombay an international financial 
center. 

The state of Maharashtra, of which 
Bombay is the capital, has enthusiastically 
embraced these ideas, and Chief Minister 
Vilasrao Deshmukh has been peppering 
his speeches with promises to make Bom- 
bay another Shanghai. 

Obstacles are brushed aside: Last year, 
the government demolished some 90,000 
makeshift homes in which the city’s poor 
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(and in some cases, even the middle class- 
es) live. The demolitions only stopped 
when central government officials stepped 
in, realizing that poor people occupying 
prime land may not make economic sense 
and may be an eyesore, but they have the 
right to vote. 

And it is that responsiveness to voters, 
for whatever motivation, that makes Bom- 
bay different from Shanghai. In China, city 
leaders can raze homes 
or historically signifi- 
cant districts so that 
someone can erect an- 
other mall. In Bombay, 
civil society activists 
and environmentalists 
will resist measures 
they don’t like, use 
courts, and often suc- 
ceed in modifying—and 
at times derailing— 
plans that ignore the 
people. They question 
priorities that benefit 
the wealthy more than 
the poor, as they cam- 
paign for low-cost hous- 
ing and open spaces. 
They want more invest- 
ment in public transport 
(and not fly-overs) so 
that the city is liveable for all, and not just 
for an elite few. 

Bombay’s boosters lament these politi- 
cal processes, and blame activists and en- 
vironmental groups for ignoring the 
national interest. They bemoan that at this 
rate, Bombay may never become like 
Shanghai. 

That is probably true. But it is a good 
thing, and here’s why. 

As India’s financial capital and as the 
home of Bollywood, Bombay combines the 
drive of Manhattan with the hype of Hol- 
lywood, creating a unique amalgam of 
ruthless efficiency and unexpected emo- 





Skyscrapers in Shanghai’s Pudong district, which is the 
city’s financial center, shimmer through the smog. 
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tionalism. Parts of the city run incredibly 
well—such as the lunch-distribution busi- 
ness of dabbawallahs, and the overloaded 
trains that carry more passengers with 
greater frequency and for longer hours 
than comparable mass transit systems in 
the world. As a trading city, Bombay has 
thrived by being open to money, people 
and ideas, a city where anyone can make it 
big—as a movie star or as atycoon—and the 
divisions of caste, lan- 
guage and religion, 
which plague mainland 
India, don’t seem to 
matter to most of its in- 
habitants most of the 
time. 

Bombay’s role in fi- 
nancial intermediation 
is formidable. A stagger- 
ing 80% of India’s mu- 
tual funds are registered 
in Bombay. Almost all 
transactions involving 
financial institutions, 
and over 90% of mer- 
chant-banking transac- 
tions are structured 
there. Its two stock ex- 
changes account for 
92% of India’s stock 
market turnover. 

Not for nothing, the city believes it is 
urbs prima in indes, and its role model, be- 
fore it caught the Shanghai bug, used to be 
New York, another melting pot on the edge 
of a large country. 

But as the economic rivalry between 
India and China has attracted global at- 
tention, and with economists projecting 
China will overtake the United States as 
the world’s largest economy, many in Bom- 
bay want to look at Shanghai. And they re- 
turn starry-eyed, marvelling at the 
magnetic-levitation rail link to the airport, 
admiring the speed with which skyscrap- 
ers are being built (at last count, there 
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Spending $6.5 billion on infrastructure may go a 


long way towards realizing Bombay’s grand dreams. 





were more skyscrapers in Shanghai than 
in Manhattan), and the spotlessness of the 
area around the Bund. And they conclude 
that China has already won the race, if 
ever there was one, with India. 

The goal of being another Shanghai 
may appear ridiculous to anyone familiar 
with the collapse of Bombay’s infrastruc- 
ture in 2005, when 37 inches of rain fell in 
24 hours, overwhelming the city. Some 
500 people died and thousands of homes 
were destroyed, as Bombay struggled to 
cope with its submerged streets, and pow- 
er and phone outages. 
People walked home for 
miles in chest-high wa- 
ter, surrounded by float- 
ing garbage. 

In a scathing report 
entitled Bombay Ma- 
rooned, the India Envi- 
ronmental Trust laid the 
blame squarely at the 
failure of the city ad- 
ministration, which per- 
mitted unplanned 
construction that de- 
stroyed the city’s natu- 
ral drainage system. 
Bittu Sahgal, a leading 
environmentalist, said 
massive flooding was in- 
evitable as the govern- 
ment continued to 
reclaim land, which led 
to water-logging, and destroyed mangrove 
thickets to make way for more buildings. 
Rubble from construction projects, not all 
of them legally sanctioned, was also 
dumped in wetlands, which clogged 
drains, forcing water to flow into the 
streets. Naresh Fernandes, contributing 
editor of Time Out Mumbai wrote: “What 
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The Indian air force puts on a colorful display along Ma- 
rine Drive, with the Bombay skyline in the background. 


good is a world-class city if it becomes At- 
lantis every monsoon?” 

The civic administration collapsed 
again within a year, after a series of well- 
coordinated bomb blasts destroyed seven 
trains during rush hour on July 12, 2006, 
killing 200 and injuring 700 others. Many 
praised the city’s resilience then—the 
trains were running again within six 
hours—but almost everyone complained 
about the state’s utter failure to coordinate 
relief. 

And yet, many in Bombay think it can be 
in the same league as 
Shanghai. One source 
of hope is the visible 
prosperity in Bombay, 
with malls in major 
suburbs and in the city 
centre, and swanky cars 
on its crowded roads. 
Mr. Deshmukh has an- 
nounced a $6.5 billion 
infrastructure develop- 
ment program that in- 
cludes plans for a metro 
rail link, atrans-harbor 
link between the island 
and the mainland, link- 
ing highways that run 
parallel, a ring railway, 
a truck terminus, re- 
moval of encroach- 
ments, beautification of 
the international air- 
port, and an upgrade of the city’s hospitals. 
Planners hope that by 2013 Bombay will 
boast wide roads, modern highways, com- 
fortable trains and promenades by the sea. 

And yet paradoxically the more Bom- 
bay prospers, and the more the rest of In- 
dia finds out about it, the more attractive 
it becomes, leading to more people moving 
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to the city. For decades people in Bombay 
have grumbled that there isn’t enough 
space for everyone, and yet between 1,000 
and 5,000 people come to the city daily. 

There are creative ways by which Bom- 
bay can make better use of its land. The 
McKinsey report says that to provide ad- 
equate housing for all residents, available 
land in the city would have to increase by 
50% to 70%. Construction restrictions, 
such as floor space index and coastal zon- 
ing laws, would have to change. Other laws 
passed during the time India flirted with 
socialism, like the rent-control act and the 
urban land ceiling act, would need to be 
repealed. 

Bombay is dense, and land is scarce. The 
occupation cost of housing, which includes 
rent, local taxes and service charges, stands 
at $52.74 per square foot per year, more 
than anywhere else in India. The cost of 
housing is so high that those preferring a 
better quality of life are moving to other cit- 
ies. Some in the middle class are forced to 
live in slums, and others have to commute 
over vast distances to work. With the trans- 
port infrastructure stretched to breaking 
point, the daily struggle of these suburban- 
ites is an endurance test. 

In the 1850s, soon after the Industrial 
Revolution in England, British colonial ad- 
ministrators made land available to Indian 
industrialists to set up textile mills. At its 
peak, the industry gave direct employment 
to 250,000 people. But competition from 
synthetics, the emergence of the power 
loom, and a miscalculated strike in the 
1980s destroyed the industry, rendering 
nearly 100,000 workers jobless. Today, 
there are only a few functioning mills, em- 
ploying about 20,000 workers. 

Owners of debt-ridden mills say the 
only way they can pay back their debts, in- 
cluding the workers’ salaries, is by rede- 
veloping their land. The state permitted 
this under a complex formula, by which 
new construction had to be accompanied 
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by leaving open spaces and land for low- 
cost housing, and paying workers their 
due. Some owners complied, but some 
didn’t, and today there is a haphazard 
patchwork of development, with some fu- 
turistic malls and office complexes emerg- 
ing next to the decrepit buildings. A new 
book, Mills for Sale: The Way Ahead, 
shows how the once-in-a-lifetime oppor- 
tunity of planning holistically has been 
squandered, and makes a valiant stab at 
proposing socially equitable solutions. The 
book’s editor, Darryl D’Monte, blames 
short-sighted urban planning, and is not 
sanguine about land planning if the vast 
land belonging to the Mumbai Port Trust 
is made available. 

At some point, the logic of the market 
will force many of the poor in the dilapi- 
dated structures around the mills out of 
those buildings and into slums. But there, 
they won’t have any security of tenure, be- 
cause the city’s slum clearance depart- 
ment targets new slums first. Arputham 
Jockin, president of the National Slum 
Dwellers’ Federation, says: “If the slums 
have to be cleared, a proper rehabilitation 
plan should be first chalked out. Why can’t 
the government make large-scale, low- 
cost houses available for these people?” 

The state government says it has plans 
to house the poor in salt-pan lands outside 
the city. But Kalpana Sharma, who writes 
on development issues for the Hindu, ar- 
gues that the area is not just environmen- 
tally fragile but is also poorly linked to the 
city. “Poor people are expected to live in 
this distant area.... Meanwhile, there are 
plans to develop the mill-land area for 
high-class housing, clearly for the rich.” 

Three out of every five residents of 
Bombay live in slums, and those millions 
bear the brunt of poor administration and 
failing infrastructure. The slum-dwellers 
include the city’s police force, lower court 
lawyers, clerks in the municipal corpora- 
tion, as well as nannies, cooks, drivers, and 
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servants. Many have come from elsewhere 
in India. Displace them, and you destroy 
the network of relationships that continue 
to make the city hum. 

That’s where a politician like Bal Thac- 
keray, who runs the Marathi-chauvinistic- 
turned-Hindu-nationalist political party, 
Shiv Sena, comes in with his Shanghainese 
plan: Impose restrictions on “outsiders.” 
Mr. Thackeray’s plan, like many of his ideas, 
is unconstitutional, but that has not pre- 
vented the idea from gaining currency. De- 
spite along record of inflammatory politics, 
militancy and hooliganism, his party has 
won elections to control the city’s munici- 
pal corporation, the country’s wealthiest. 

The idea of restricting entry to outsid- 
ers is popular among many in Bombay, but 
it has no chance of being accepted nation- 
ally, which makes Bombay’s boosters pes- 
simistic. They fear that India’s political 
processes will prevent Bombay from 
reaching its destiny. But that confuses the 
city’s strength as its weakness. 

To be sure, politics deserves blame. 
Since independence 60 years ago, Indian 
politicians have devoted disproportionate 
resources to rural hinterland at the cost of 
cities. That may have made sense in 1947, 
but today, close to a third of Indians live in 
large cities. Politicians haven’t kept up 
with that change. 

Bombay contributes 38% of India’s tax- 
es, and gets little in return. Its annual con- 
tribution to the state and national 
exchequer amounts to $9 billion; state- 
funded capital expenditure in the city 
comes to a mere $57 million. 

Bombay elects only six parliamentari- 
ans, while its population of 17 million 
means that 10 parliamentarians would be 
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Bombay continues to be politically sidelined despite 
contributing around $9 billion a year to state coffers. 






proportionate to its share of the country’s 
population. Its politicians rarely make the 
cabinet at the center. Nobody champions 
its legitimate concerns and interests, and 
its mayor commands little authority. 

Chicago had the Daleys, New York its 
Ed Koch, and even Shanghai had Zhu 
Rongji. In comparison, Bombay is an or- 
phan. Bombay deserves better, and a thriv- 
ing Bombay is important not only for India, 
but for Asia. 

But Bombay cannot be like Shanghai 
unless India becomes like China. And that 
would mean having a political system 
where an elite decides what’s best for the 
society and imposes that decision, accom- 
panied by draconian measures of control 
to ensure effective implementation. 

Bombay’s fascination with Shanghai 
today is similar to the way the West wor- 
ried about the Soviet bloc leaving it be- 
hind. But as economist and Nobel laureate 
Amartya Sen noted in his seminal work on 
famines in India and China, democracies 
work better in the end because their sys- 
tem of accountability requires effective ac- 
tion by governments when things go 
wrong. Non-democratic societies can im- 
pose controls and ignore cries from the 
hinterland; democracies can’t do that. 
That makes progress appear slower. 

Activists fighting for slum dwellers, the 
landless, and even wetlands and flamingos 
usually don’t survive in China’s political 
space. They do in Bombay. But that’s a sign 
of Bombay’s strength, not weakness. Bom- 
bay certainly deserves better buildings and 
infrastructure, similar to Shanghai’s. But 
equally Shanghai needs the open space for 
fearless political activism found in Bombay 
if it is to become a world-class city. 1 | 
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Sri Lanka’s Tigers 
Grow Wings 


by Shani Raja 
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ARLIER THIS YEAR, the 
Liberation Tigers of Tamil 
Eelam threatened a “cata- 
strophic blood bath” across 
Sri Lanka if the govern- 
ment escalated its military operations in 
the north and east. It sounded like the des- 
perate last cry of a group facing huge de- 
feats on the battlefield—particularly in the 
island’s hotly contested eastern province, 
where government forces have been on a 
roll recapturing one town after another. 
The promise of a blood bath, however, 
turns out to have been no empty threat. 
The LTTE demonstrated this beyond a 
shadow of a doubt in March when it un- 
veiled its latest and potentially most dead- 
ly weapon in the movement’s three-decade 
campaign for independence: a small fleet 
of military aircraft. 

The LTTE’s moves to acquire aircraft 
have been an open secret for the past nine 
years. However, no one outside the mili- 
tant group’s inner circle was sure of the 
actual war-readiness of any such planes. 
They are now. In the early hours of March 
26, one or two lightweight aircraft of the 
Tamileelam Air Force set off from a secret 





location in the jungles of the island’s north- 
ern Vanni district to carry out the LTTE’s 
first air raid. 

The Tamil Tiger airmen flew some 250 
miles southwards, deep into Sri Lankan 
government territory, ducking beneath the 
country’s patchy air defenses to mount sur- 
gical strikes on the main air-force base at 
Katunayake, just north of the capital, Co- 
lombo. The mission was as audacious as it 
was daring. The heavily-fortified Katunay- 
ake airbase is located in the ethnic Sinha- 
lese heartland in the south of Sri Lanka, 
adjacent to the country’s only internation- 
al airport, which was mercifully spared but 
temporarily shut down in the wake of the 
incident. The Tigers have attacked the base 
once before, in July 2001, but from the 
ground, inflicting damage to numerous ci- 
vilian as well as military aircraft. 

The impact this time round is harder to 
gauge. The government has admitted at 
least three of its airmen were killed and 16 
wounded. However, a Sri Lankan air force 
spokesman rejected suggestions that seri- 
ous harm had been done to any of its fleet, 
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insisting that no more than two helicopter 
gunships were bruised. The Tigers were 
more upbeat, speculating that up to half of 
Sri Lanka’s military aircraft might have 
been put out of action. The exact number 
of aircraft the LTTE possesses is not known, 
but it is bound to be tiny compared to Sri 
Lanka’s fearsome line-up of Israeli Kfirs, 
Ukrainian MiG-27s and helicopter gun- 
ships. The Tigers’ warplanes also appear to 
be much cruder. According to one unsub- 
stantiated report, the Tamil Tiger fleet 
might include a customized Czech Zlin Z- 
143 light aircraft as well as a Swiss-built 
trainer plane and possibly a handful of mil- 
itary helicopters. 

However feeble the aircraft, the Sri 
Lankan government was clearly outraged 
by the boldness of the raid, which took 
place at one of Colombo’s best-guarded mil- 
itary installations, and was the first aerial 
strike to be carried out independently by an 
insurgent group anywhere in the world. It 
replied with a military push deeper into 
rebel-held territory in the east, effortlessly 
snatching away another key Tiger strong- 
hold. Whatever the true toll of the LTTE 
strike at Katunayake, it raises some awk- 
ward questions for Sri Lanka’s air force, 
which only recently claimed to have 
knocked out the LTTE’s burgeoning air ca- 
pability through large-scale bombing of the 
rebels’ main airstrip near the northern 
town of Kilinochchi. The incident is also a 
setback for President Mahinda Rajapaksa, 
who as commander in chief had succeeded 
in making the military appear invincible af- 
ter a string of operations that have driven 
the Tigers out of most of the country’s mul- 
tiethnic eastern province. The LTTE’s grip 
on the east has been slipping ever since 
2004, when its commander for that region 
broke away and joined forces with the Sri 
Lankan military. 

The LTTE, which is outlawed as a ter- 
rorist group in a number of Western coun- 
tries, including the United States, was 
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feeling deeply humiliated by these losses 
in the eastern province, which together 
with Vanni and the Jaffna peninsula in the 
north comprises what the rebels claim as 
the minority Tamils’ traditional home- 
land. The fighting in the east has escalated 
since the middle of last year, killing thou- 
sands of people and displacing many more. 
Both sides are riding roughshod over a 
ceasefire agreement signed in 2002 that 
technically still holds. 

Earlier this year President Rajapaksa 
upped the rhetoric, vowing to flush the Ti- 
gers out of the east completely by mid- 
April, and finish off their northern 
strongholds within three years. The strat- 
egy seemed to be going well until the LTTE 
revealed its aerial capability—which is 
bound to make the government think 
again, as well as once more shifting the bal- 
ance of power in this country’s unpredict- 
able military conflict. Sri Lankans now 
face the terrifying prospect of the Tigers 
being able to launch airstrikes virtually 
anywhere in the country, including on se- 
lected economic targets in Colombo, ports 
and even navy vessels at sea. Military 
camps dotted all over the northeast war 
zone are also now vulnerable to potential- 
ly horrific aerial bombings. 

The timing of the Tiger airstrikes was 
itself shrewd. Although the LTTE has ap- 
parently had aircraft capabilities for some 
time—even once using aircraft clandes- 
tinely in Jaffna last year—its main motive 
for maintaining an official silence until 
now may have been to avoid being accused 
of intentionally wrecking the troubled, in- 
ternationally backed peace process. The 
LTTE deftly chose to reveal its air power 
only after having lost significant ground in 
government operations in the east, there- 
by hoping to depict its airstrikes as essen- 
tially defensive, aimed particularly at 
blunting the Sri Lankan airforce’s capacity 
to carry out “ruthless” military activities 
in Tamil-populated areas. 
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Sri Lankan President Mahinda Rajapaksa talks to soldiers during a 
visit to Vakarai to survey the recently captured rebel stronghold. 


The LTTE’s demonstration of its air 
power at this juncture has also given a 
much-needed boost to the Tigers’ support- 
ers in the scattered Sri Lankan Tamil Di- 
aspora, who have been demoralized by the 
group’s recent defeats. Any strategic shift 
in the LTTE’s favor tends to inspire these 
overseas sympathizers to dig deeper into 
their pockets to finance the “liberation 
struggle” back home. No wonder the Sri 
Lankan government is doing its utmost, in 
the wake of the incident, to employ apoca- 
lyptic Sept. 11 imagery to persuade foreign 
governments to clamp down harder on 
LTTE fundraising activities in their coun- 
tries. In addition, Colombo is equally fo- 
cused on protecting the country’s fragile 
economy, which is still reverberating from 
the LTTE raid. 

The Tiger airstrikes have also added 
pressure on President Rajapaksa. He now 
faces an excruciating dilemma: step up the 
war and be held responsible for any mass- 
casualty LTTE airstrikes carried out in re- 
sponse, or call for immediate peace talks 
and risk being seen as acting out of des- 
peration. It is not yet clear whether the 
main opposition party, the United Nation- 
al Party, will exploit Mr. Rajapaksa’s dif- 
ficult position, or help him face what its 
leader, Ranil Wickremesinghe, has already 
called a national crisis. So far, there ap- 
pears to be a semblance of unity, with al- 
most all Sri Lanka’s political parties 
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jointly calling on the world to help fight 
what they dub a new terrorist threat facing 
the entire South Asian region. 

The international community’s reac- 
tion has, however, been muted. Most for- 
eign governments have opted not to 
comment on the LTTE’s newfound capabil- 
ity, while the Tigers have gone out of their 
way to insist that their air power need not 
be viewed as either a threat or destabiliz- 
ing factor in the region—a line few of its 
neighbors are likely to swallow easily. The 
Tigers must, however, have been relieved 
by India’s response two days after the 
airstrike. The country’s foreign secretary, 
Shiv Shankar Menon, spoke only abstract- 
ly about the need to end Sri Lanka’s ethnic 
conflict, while refusing to “pick on an in- 
dividual incident of violence” committed 
by either side. He notably did not condemn 
the airstrike. To some extent, India’s own 
agenda is at play here: The regional super- 
power is known to be concerned about 
Pakistan’s growing military support to the 
Sri Lankan government. 

Mr. Rajapaksa’s best hope could now be 
to make the Tiger air force a key issue at 
the South Asian Association for Regional 
Cooperation summit which will be held in 
New Delhi on April 3 and 4. However, the 
Sri Lankan government could just as easily 
find itself facing demands from powerful 
regional players to expedite substantive 
peace talks with the Tigers, who are also 
under similar pressure. Unfortunately, Mr. 
Rajapaksa and LTTE leader Velupillai Prab- 
hakaran both have strong grounds for re- 
sisting such pressure. The Tigers have only 
just bared their fangs and would probably 
like more time to show what harm their 
warplanes can cause before initiating ne- 
gotiations on their own terms. Meanwhile, 
Mr. Prabhakaran is all too conscious that 
agreeing to peace talks with an enemy in 
possession of an army, navy and air force 
would only give legitimacy to the LTTE’s 
claim to representa state in waiting. MJ! 
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Resourceful Strategies for Asia 


by Paul Steele and Sergio Feld 


IGME SINGYE WANGCHUCK, the 
J fourth King of Bhutan, once de- 

clared: “Water is for us what oil is 
to the Arabs.” Not surprising, then, that 
Bhutan, and other poor Asian countries 
such as Nepal and Laos, are developing 
their water resources to generate hydro- 
power and export it to their neighbors. In- 
donesia has used its oil and mineral wealth 
to diversify its economy, while East Timor 
sees its rich oil and gas resources as its 
main driver of growth. Nature tourism is 
a growing sector in Sri Lanka, Nepal, Kyr- 
gyzstan and Thailand. 

There are two main ways in which nat- 
ural resources can contribute to pro-poor 
growth. First, they can contribute to na- 
tional economic growth, which creates 
jobs and adds to total income and govern- 
ment revenues, which can in turn be used 
to help the poor. Second, small and medi- 
um-scale enterprises owned and managed 





by primary producers and processors of 
natural resources can be developed 
through use of forests, fisheries and other 
natural resources. But in order to ensure 
that the benefits of natural resource ex- 
traction reach the poor, certain measures 
must be taken. Extraction should not be 
subsidized; the processing of natural re- 
sources should add real value; the poor 
should not be harmed by the extraction 
process; and profits should be taxed and 
the proceeds used to help the poor. 

But needless to say, these objectives are 
not always mutually compatible. For exam- 
ple, large-scale commercial mining, timber 
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and hydropower investments can come to 
dominate remote areas that are home to 
poor and/or minority populations. These 
investments may compete with subsistence 
harvesters, for whom there is usually little 
legal recognition. Harm can be avoided by 
careful zoning, local hiring and procure- 
ment policies, management agreements 
and earmarking some of the profits for lo- 
cal-level investments. Sev- 
eral corporate-community 
partnerships, such as that 
between sustainable palm 
oil growers and indepen- 
dent mills in Malaysia, of- 
fer good examples. 

Many countries lose 
money from subsidized ex- 
ploitation. Indonesia’s 
giveaway timber conces- 
sions cost the government 
$2 billion in lost revenues in 1990 alone, ac- 
cording to the Worldwatch Institute. Mi- 
cronesia invested more than $120 million 
in state-owned fishing enterprises, but 
these have all been operating at a loss. All 
this leads to a “boom and bust” situation 
where natural capital is asset-stripped, and 
low resource prices encourage excessive, 
inefficient processing, which eventually de- 
stroys the viability of the industry. The key 
is to reduce incentives for overexploitation 
by dismantling harmful subsidies. 

An alternative approach is to increase 
the value-addition and competitiveness of 
resource-based industries. With declining 
terms of trade for primary commodities, 
successful businesses have invested in 
technologies that enable more sophisticat- 
ed processing. Asian timber producers, for 
instance, once exported wood, but now ex- 
port furniture and moldings. There is 
broad consensus that the aggregate worth 
to the economy of further processing is 
maximized by promoting competitive in- 
dustry, without perverse subsidies such as 
artificially low prices or export bans. 


"Resources should 
provide livelihood, 
not just disposable 


state income. 





Conservation and the Poor 


LOSS OF NATURAL resources can impose 
high economic and social costs. Thus most 
Asian countries have limited some types 
of extraction of key land and sea resources, 
as well as introducing completely protect- 
ed areas where extraction is forbidden, 
such as national parks. These often repre- 
sent significant conserva- 
tion benefits, but in some 
cases these have been in- 
troduced at high social 
costs for poor people, who 
may suffer from blanket 
harvesting restrictions. 
Protected areas can be 
managed in ways that en- 
sure neighboring poor 
people still receive sub- 
stantial benefits and are 
compensated for any loss of existing natu- 
ral resource use rights. Nature tourism is 
a fast-growing industry with potential to 
provide revenue and employment for poor 
residents, as well as to preserve ecosystem 
services. Nepal has demonstrated that 
tourism entrance fees can be shared with 
neighboring poor populations, such as in 
the Annapurna Conservation Area. 

Asia’s rapid growth is in some cases di- 
rectly undermined by environmental deg- 
radation. In Pakistan, 16% of the land is 
subject to salinization, which results from 
lack of appropriate drainage in large irriga- 
tion schemes. The irrigation mismanage- 
ment in Pakistan costs over $200 million 
per year in reduced food yields. In western 
India, groundwater pumping has enabled 
agricultural intensification, but water ta- 
bles quickly dropped to 400-450 meters be- 
low ground in the 1990s, from 10-15 meters 
below ground in the 1970s. In many areas, 
wells have been abandoned and entire vil- 
lages have become deserted. 

Another example is shrimp farming, 
which has declined in some countries due 








to pollution and weak environmental con- 
trols. As a result, disease caused Asia’s 
shrimp industry losses of over $1 billion in 
the 1990s, according to the United Nations 
Environment Programme. Marine over- 
fishing has also undermined economic re- 
turns. In the Gulf of Thailand average 
hourly catch has fallen to 18kg/hour in 
1999 from 250kg/hour in 1961. Such envi- 
ronmental damage can foment social and 
political unrest—South Korea saw over 70 
antipollution protests in the 1990s. 

By investing the benefits derived from 
the drawdown of natural capital in other 
sectors of the economy, Asian govern- 
ments can avoid the “boom and bust” cy- 
cle. It is clear that if natural capital is 
simply liquidated as consumption, it will 
not lead to sustained improvements in the 
economy. If, however, profits from natural 
capital extraction are invested in infra- 
structure or education, for example, this 
could lead to a sustained contribution to 
improved welfare. 


Reaching the Limit 


BUT THERE ARE limits to how much draw- 
down of natural capital is economically 
desirable. As fisheries are depleted, soils 
eroded and made saline, and forests de- 
nuded, the resulting economic impact is 
the equivalent to reducing gross national 
savings by almost a third in China, the 
Philippines and Cambodia; by almost half 
in Mongolia and Malaysia; and by nearly 
90% in Indonesia, according to data from 
World Bank. In addition, certain ecosys- 
tem processes are critical for their life- 
supporting services, notably nutrient 
recycling, air and water purification, pol- 
lination and other biological mechanisms. 
Loss of this is irreversible and represents 
a significant threat to the long term wel- 
fare of humanity. Globally, the Millennium 
Ecosystem Assessment has identified that 
60% of environmental services (particu- 


larly freshwater, air and water purifica- 
tion, climate regulation, and pest 
regulation) have been degraded. 

Further, environmental changes have 
exacerbated Asia’s high vulnerability to di- 
sasters. In China, natural disasters are now 
one of the main direct causes of people fall- 
ing back into poverty. The poor tend to suf- 
fer most, as they live in the most vulnerable 
areas. Such vulnerabilities are aggravated 
by damage to protective environmental as- 
sets—such as coral reefs, coastal mangrove 
forests and riverine wetlands—that increas- 
es exposure to floods. Larger Asian coun- 
tries like China and India that are 
increasingly significant emitters of green- 
house gases. Asia is also the continent that 
could experience some of the greatest ad- 
verse impacts of climate change. 

Yet progress has been made in Asia in 
some areas of environmental manage- 
ment. Exposure to water pollution and in- 
door air pollution has fallen across the 
region, as investment in clean water and 
electricity has improved. Safe drinking 
water now reaches a majority of South 
Asians. Many Asian countries have phased 
out or banned the most dangerous pesti- 
cides. Energy efficiency has improved rap- 
idly, particularly in China. Reuse of waste 
products is increasingly handled at the re- 
gional level, with waste reprocessing a 
rapidly growing industry in China. The in- 
crease in Asian land area officially protect- 
ed for biodiversity (standing at 7.6% in 
2003) is an overlooked environmental suc- 
cess story—even if there is often much to 
be done to ensure local poor benefit. 

There are many promising political, so- 
cial and economic processes in Asia that are 
driving pro-poor environmental outcomes. 
Poor people themselves have organized to 
demand better access to natural resources 
and improved environmental services—and 
subsequently to manage resources sustain- 
ably and establish improved relations with 
the authorities. Sometimes this has been 





done in collaboration with government—as 
with the 89,000 forest-protection commit- 
tees in India, and 13,000 forest-user groups 
in Nepal. Neighborhood groups in the slums 
of South Asia have organized their own 
sanitation schemes on massive scales, at 
costs far lower than those provided ineffi- 
ciently by municipalities. 

Asia’s private sector, as the engine of 
growth, can play a vital role in responding 
to environmental challenges. Japan’s auto 
industry has sought to lead the world in low 
emission vehicles, and around 40% of com- 
panies with the global environmental stan- 
dard 1so-14001 are from Asia. Similarly, 
civil society has mobilized to press govern- 
ment to manage natural resources wisely, 
with especially significant impact in India 
and the Philippines. Governments such as 
Nepal are decentralizing control over natu- 
ral resources and entering management 
agreements with resource users; China and 
Thailand are promoting clean technologies 
through fiscal instruments. In many coun- 
tries, faith groups are increasingly involved 
in environmental debate and the media are 
increasing their coverage of environmental 
issues. And judicial activism, notably in In- 
dia, has been driving better implementa- 
tion of government environmental policies 
through increasing both supply and de- 
mand for environmental justice. 

Pollution is, in part, a governance issue, 
when there are few private incentives to 
protect public assets. While simple point- 
source pollution problems can be tackled by 
technological solutions, not all environ- 
mental problems can be dismissed by as- 
suming that technical fixes will become 
available. On the one hand, investments are 
needed in Asian science, technology and in- 
novation systems to generate better tech- 





nologies. On the other hand, the underlying 
causes of many large-scale environmental 
problems arise primarily from the political, 
economic and social systems that drive ex- 
isting production and consumption pat- 
terns. For example, many natural 
assets—fisheries, minerals, forests and 
aquifers—are both finite and of key impor- 
tance, but they are effectively “unowned,” 
unvalued, and/or unmarketed. Institution- 
al change is thus at least as important as 
technological change. 

Investment in environmental manage- 
ment is good for economic growth, good 
for quality of life and good for the world. 
As well as reducing risk, environmental 
investments can produce high rates of re- 
turn. An extensive global review by the 
Poverty-Environment Partnership, an in- 
fluential network of international organi- 
zations, has revealed some very persuasive 
figures. In Thailand more than 600 firms 
participating in an eco-efficiency invest- 
ment program achieved an aggregate 47% 
rate of return. In China’s Loess Plateau, 
one of the world’s largest land manage- 
ment investments has improved the liveli- 
hoods of over 1.2 million farmers: 
Combined with other initiatives, the num- 
ber of people living in poverty there was 
halved between 1993 and 2001. Asia’s rap- 
id economic growth can, and must, be 
combined with improved environmental 
management. The challenge is to use Asia’s 
natural wealth to generate growth and en- 
able the poor to benefit from this growth, 
while sustaining nature’s capacity to pro- 
duce these benefits into the future. Signif- 
icant Asian innovations have already 
shown that progress can be made—and 
that investments in the environment are 
good for the poor and investors too. ~ 








A Sino-U.S. Sustainability Sham 


by Shannon May 


ESTLED IN THE Steep valleys of 
N eastern Liaoning province, the 

residents of Huangbaiyu are trou- 
bled. Given the many problems in China’s 
countryside, that is hardly remarkable. But 
Huangbaiyu’s complaints go far beyond the 
poverty of its 1,529 villagers, most of whom 
eke out a living growing feed corn and rais- 
ing animals. Nor is it a victim of typical 
forms of official corruption, which plague 
so many of China’s rural residents. Rather, 
two years ago the China-U.S. Center for 
Sustainable Development made Huangbai- 
yu into a “demonstration village.” 

Far from promoting development, the 
project has robbed the village of precious 
farmland and wasted scarce local capital, 
while the new buildings sit empty and half 
completed. Instead of a model showing 
how to promote sustainable development, 
the village has become a warning of how 
the collaborations of a hubristic NGO, prof- 
it-seeking Western corporations and unac- 
countable Chinese bureaucrats can wreak 
havoc on poor people’s lives. 

The story begins in September 2002 
when the cucsp held its inaugural board 
meeting in Beijing. The organization 
boasts stellar connections. Formed by Chi- 
na’s Ministry of Science and Technology 
and the state of Oregon in 1999, the China 
secretariat is co-chaired by Deng Nan, 
who is Deng Xiaoping’s daughter and a 
former Vice Minister of the Ministry of 
Science and Technology. Nor does it lack 
foreign expertise. William McDonough, 
architect, designer and author of the sus- 
tainable development manifesto Cradle to 
Cradle: Remaking the Way We Make Things, 
serves as the co-chair for the U.S. secre- 
tariat, based out of the International Sus- 
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tainable Development Foundation in 
Portland, Oregon. While the Chinese sec- 
retariat remains primarily a governmental 
agency, through which ministerial offi- 
cials act as representatives of their respec- 
tive departments, with additional funds 
generated through internal government 
grants, the U.S. Secretariat is structured 
as an NGO, with funding primarily from 
Fortune 500 corporations. 

Mr. McDonough argues in Cradle to 
Cradle that environmental protection and 
social equity can come via commerce rath- 
er than regulation, a view that united the 
American and Chinese sides of this unique 
transnational partnership. Incorporating 
both the Americans’ stance that develop- 
ment should occur through market opera- 
tions, and the Chinese government’s hope 
that the countryside could catch up on its 
own without the need for large govern- 
ment subsidies, the CUCSD’s mission, ac- 
cording to its Web site, “reflects[s] the 
growing confidence...that the Center could 
‘leapfrog’ past limitations by...enabling 
commerce to become a force for good.” 

This new “Great Leap Forward” began 
on April 28, 2005 when the Huangbaiyu 
Sustainable Development Demonstration 
Village broke ground. The village was se- 
lected largely because of the presence of 
Dai Xiaolong, the village committee direc- 
tor. As the owner of a local alcohol still and 
aquaculture pools, Mr. Dai was seen as a 
capable entrepreneur, and with his will- 
ingness to commit $250,000 to the project, 
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Unfinished houses of the Huangbaiyu demonstration village are vis- 
ible behind a rock engraved with the characters “huangbatyu” in red. 


epitomized the hopes of both the Chinese 
and Americans involved that rural devel- 
opment could be led by private industry. 

The plan detailed a “new conception of 
the rural Chinese village” that would im- 
prove quality of life through increased 
community and comfort, be built of local 
renewable or man-made recyclable mate- 
rials, optimize land use through central- 
ization and consolidation of habitation, 
and lastly, be powered by the sun. Mr. Mc- 
Donough announced that each new envi- 
ronmentally friendly house would cost no 
more than $3,500. 

In the contract that the village com- 
mittee signed with Mr. Dai’s alcohol com- 
pany, giving him permission to expand his 
business to include building Mr. Mc- 
Donough’s master plan, residents enumer- 
ated their own requirement: “Develop 
industry, arrange for jobs. If the village 
residents centralize, the first requirement 
is jobs, [we] insistently demand that the 
building of residences and the building of 
jobs progress together, increasing the 
number of jobs, resolving the village resi- 
dents’ means of support.” 

While centralized housing makes pro- 
viding public utilities such as running wa- 
ter and gas more cost effective, it also 
means that each household would live a 
significant distance from its farmland. The 
smaller plots dramatically reduce the size 
of subsistence gardens and eliminate the 
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land used for animal husbandry. The hous- 
es are perfect for an urban lifestyle, but 
unfortunately there is no urban employ- 
ment to go with them. Since February 
2003, when the first Americans came to 
Huangbaiyu, the residents have been wait- 
ing for the building of the factory, so that 
they can live in houses designed for people 
who work machines rather than the land. 
As of March 2007, the 42 houses of 
phase one—slated to be finished in July 
2005—still lack electricity, running water 
and an energy system. The current estimate 
of the cost of each house now hovers be- 
tween $10,000 and $12,500—12 times the 
median household income in Huangbaiyu. 
In addition to the swelling budget, sig- 
nificant questions have arisen regarding 
the safety of the technologies used in the 
houses. Mr. Dai’s sustainable development 
manager quit after being told that his ad- 
vice was no longer necessary. Both he and 
others, including an independent contrac- 
tor from Shanxi province, raised concerns 
over the quality of the construction materi- 
als, including the straw bales used in the 
walls. Both also pointed out defects in roof 
construction that were causing water to 
seep into the walls. After more than $25,000 
of investment, the agricultural mass bio- 
gasification plant built to provide cooking 
and heating energy to the units was aban- 
doned last winter, as it cannot provide suf- 
ficient heating capacity to be functional. 
And despite Mr. McDonough’s aim that 
the whole village be powered by the sun, 
only one house is equipped with that ca- 
pacity: the “American” model house. BP 
donated a one-kilowatt photovoltaic sys- 
tem valued at $10,000, which now sits on 
top of an $18,000 BASF custom roofing sys- 
tem and pillars of earthen bricks com- 
pressed by a $30,000 hydraulic press 
manufactured by Vermeer. But the system 
is not being used to generate electricity. As 
Zhang Shuyuan, one of the government of- 
ficials sitting on the Benxi city coordinat- 
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ing committee for the project said, “It is 
only one system on one house. It does not 
produce enough electricity to be worth the 
trouble to connect and manage it. If they 
all had solar energy that would be worth 
it, but who could afford that?” 

By the fall of 2005 all parties were 
aware of significant technical and eco- 
nomic problems, and yet the project 
plowed ahead as originally planned—ex- 
cept without the factory that the residents 
saw as a necessary corollary to the work- 
ers’ houses being built in the midst of their 
cornfields. Both the local government and 
Mr. Dai assumed that American interest 
would bring American investment. 

This assumption was not unwarranted. 
Starting with the cucsp’s September 2005 
submission of a letter of interest to the 
Benxi city government indicating the avail- 
ability of $150,000 to $400,000 for enter- 
prise investment, CUCSD management 
repeatedly told Mr. Dai and government of- 
ficials that if they could write an acceptable 
business plan, the money would come. 

“Why would the Americans keep com- 
ing if they weren’t going to invest?” re- 
marked Xie Baoxing, director of the local 
coordinating committee for the Huang- 
baiyu project, days before the second visit 
of more than 30 representatives of Ameri- 
can corporations. “They kept saying, ‘First 
build the houses, then industry will come.’ 
We wanted the jobs so we built houses.” 

What had not been apparent to Mr. Dai 
and the cadres, who had all eagerly sought 
to secure what was framed to them by the 
management of the cucspD as a high-level, 
corporate-sponsored development pro- 
gram, was that the cucsp’s American arm 
is not a corporation with capital to invest, 
but an NGO that operated on a $650,000 
budget in 2005. Like other NGos, the cucsp 
is dependent on fundraising for its surviv- 
al, and without these funds their employ- 
ees would lose their jobs. Unlike many 
other NGos, however, the CUCSD raises 





funds by selling government access and 
product placement to U.S. corporations. 

Since launching the Huangbaiyu proj- 
ect, the promise of being engaged in sus- 
tainable development in rural China 
brought two new members to the cucsp’s 
“Founders’ Circle”’—each paying $50,000 
a year. Due to the work in Huangbaiyu, 
cucsp has gained both international and 
national press coverage of the project. 
Since the groundbreaking, another five 
corporations have joined. 

When Ford, Hewlett Packard or BP 
makes payment to the cucspD, it is for oth- 
erwise unavailable access to nationally 
ranked government officials, not to source 
the location for a joint-venture factory in 
a relatively remote area populated by un- 
skilled labor. By the fall of 2006, when not 
one cent of the over $1,000,000 Mr. Dai 
had spent on construction had come from 
the cucsp and years of pleas for industrial 
investment had gone unanswered, Mr. Dai 
told the cucsp he would no longer work 
with them. He would simply let the project 
“wither.” There was no money for him to 
make. While the cucsp’s budget expands 
with new funds, Mr. Dai faces another 
failed enterprise that could leave him with 
a debt greater than the cucsp’s annual 
budget. 

The project’s setbacks have not pre- 
vented Huangbaiyu from being hyped as a 
model village in the grand tradition of 
Communist Party showcases like Dazhai 
and Daging. Since September 2005, Mr. 
Dai has received more than 100 official 
visits by government delegations, industry 
associations and entrepreneurs. They flock 
to learn from the principles of the China- 
U.S. Center for Sustainable Development 
Demonstration Village and study the 
American technologies employed in this 
model of sustainable development. 

Despite the rather unsustainable na- 
ture of their sustainable development proj- 
ect, Benxi city government officials, the 








developer and the cucsp all continue to 
proclaim it a success. It might be hard to 
fathom how a project meant to improve 
the quality of life of 1,529 villagers by op- 
timizing land use while demonstrating vi- 
able forms of alternative energy and green 
building practices could be deemed a suc- 
cess when there is no alternative energy, 
the buildings are neither green nor afford- 
able, and empty buildings sit on what was 
once prime farmland. 

But while the village residents may see 
waste, representatives from several For- 
tune 500 companies have been able to sit 
down at the table multiple times with in- 
fluential members of ministries in Beijing, 
a potential success for their shareholders, 
and worth the $50,000 annual fee. 

Like these companies, if Mr. Dai did 
not see a potential return on his invest- 
ment, he would not have continued to in- 
vest capital into the project. Nor would the 
city government continue to devote re- 
sources and money to facilitate the project, 
estimated by the district party secretary 
as more than $62,000. The same holds 
true for the management of the cucsp, 
who continue to dedicate man-hours and 
crisscross Pacific to the cost of more than 
$260,000 since April 2005 alone. 

Mr. Dai’s primary interest in the proj- 
ect as a means of garnering wealth and 
power for himself should have always 
been apparent. In my first dinner with 
him on the night of the official ground- 
breaking, he told me that he has registered 
trademarks for environmentally friendly 
construction materials, including Huang- 
baiyu roof, Huangbaiyu window, Huang- 
baiyu flooring, Huangbaiyu door. And just 
to be safe, he also owns the rights to 
Huangbaiyu cola, Huangbaiyu camera, 
Huangbaiyu car—6,000 in all, acquired at 
a cost of more than $45,000. With not one 
house yet completed, I asked him why he 
thought the name would have value. “Be- 


cause sustainable development is our fu- 
ture,” he replied. 

And who can blame him for continuing 
to promote the sham today, when that’s 
what everyone else involved is doing? 
Since the project was launched, the sister 
concepts of harmonious society and sus- 
tainable development have been elevated 
from phrases to national ideology. At the 
same time American corporations and 
NGOs are locked in a symbiotic relation- 
ship, the former looking to China as an un- 
derserved market, and the latter finding 
work saving the country from the excesses 
of the industrial revolution. 

While the project in Huangbaiyu has 
not bettered the lives of the residents, it 
has earned publicity for each of the orga- 
nizations involved that could not other- 
wise have been bought. Harvard Business 
Review and the World Economic Forum 
dubbed Mr. McDonough’s work “China as 
a Green Lab” and lauded it as one of 20 
“breakthrough ideas for 2006.” What does 
not sustain a village, sustains the NGOs, 
government officials and business part- 
ners who benefit from the paychecks, fi- 
nancing and access they receive. 

Huangbaiyu does have other value. 
Looking beyond the hype and press releas- 
es shows how the organizational structure 
of a development agency and its sources of 
financing shape its incentives. The contin- 
ued description of the project in Huang- 
baiyu as a demonstration village should 
also make us all wary of vague calls for 
sustainable development that invoke po- 
litically correct ideology but do not include 
specific standards set according to the lo- 
cal situation, accompanied by a system of 
accountability to the population being 
served. Most telling of all, not once has an 
open, all-village meeting been held with 
the residents of Huangbaiyu to discuss the 
project that was supposed to, in Mr. Mc- 
Donough’s words, make them happy. © 








Social Entrepreneurship 
Yields High Returns 


by Julia Novy-Hildesley 


FEW YEARS SPENT living without 
electricity in a remote Indian vil- 
lage opened Harish Hande’s eyes. 
Haunted by the loss of opportunity in liv- 
ing without electricity, Mr. Hande sought 
a way to improve village life. His solution: 
solar power. 

Mr. Hande set out with $500 from his 
family and purchased a solar unit. He 
adapted it to the needs of the economical- 
ly underprivileged residents of his own 
village, sold it, reinvested profits into an- 
other unit, made adaptations to that one 
and sold it, too. Lacking the working capi- 
tal necessary to buy inventory, Mr. Hande 
repeated the process 500 times over three 
years. At that point, he secured $1.1 million 
in an initial equity investment funded by 
individuals, social-venture capitalists and 
European social-venture funds. The com- 
pany he founded, Solar Electric Light 
Company (SELCO), grew from serving 100 
households in 1996, to serving around 
65,000 today. Revenue climbed from 
$20,000 in 1996 to $3 million in 2004, 
when the company achieved profitability. 

SELCO’s solar systems present myriad 
opportunities for customers, most of whom 
would otherwise live without electricity. 
Some rural street vendors now use SELCO 
systems rather than kerosene lanterns to 
operate at night, allowing them to save 
money, operate more safely and cut back on 
pollution. The company estimates that its 
products annually displace around 5,000 
tons of CO2. SELCO is aggressively diversify- 
ing by expanding its product line, and aims 
to reach 200,000 households by the middle 
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of 2011. To do that, the company is in the 
midst of acquiring $1.5 million in debt or 
equity financing. Another $600,000 in 
grants will enable sELCO to establish a divi- 
sion for research and development. 

The story of SELCO is a good example of 
the way social entrepreneurship can re- 
solve social and economic problems and be 
financially profitable. Rather than present- 
ing communities with cheap versions of 
first world products, social entrepreneurs 
improve lives and create opportunities to 
generate income by codeveloping robust 
and tailored innovations in collaboration 
with local people. Household-by-house- 
hold, social entrepreneurs solve big picture 
problems. Effectively, they are building a 
middle class from the bottom up. 

Studying and collaborating with inno- 
vators has demonstrated that social enter- 
prises are hindered by the isolation in 
which social entrepreneurs find them- 
selves. Absent from their sphere are the 
networks enabling more traditional entre- 
preneurs to succeed. However with prop- 
er support, social-value minded inventors 
and innovators can not only make the 
world a better place, but also generate fi- 
nancial returns for investors. 

The business plans of social entrepre- 
neurs are centered on financial sustain- 
ability, but achieving this goal can be 
challenging. In many cases, businesses 
striving to meet the needs of the people at 
the base of the pyramid are the first in their 
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geographic area to provide their specific 
products or services. In addition, they are 
often required to invest significant re- 
sources in “blazing the trail”—making con- 
sumers and bank loan officers aware of the 
potential returns on their innovations. 

Timelines for phases of research and 
development, and engineering and 
design often drastically exceed those of 
more traditional businesses. Marketing 
the product, almost always performed 
face-to-face, is also a slow, time-consum- 
ing process. 

Similarly, timelines for returns from 
businesses in which fixing societal prob- 
lems takes priority over profit exceed what 
traditional investors are willing to accept. 
And profit margins may be squeezed to 
keep products and services 
affordable, presenting in- 


well be willing to integrate extrafinancial 
performance into their understanding of 
returns, are left scratching their heads as 
to why they can’t seem to make the num- 
bers square on deals too large for grant 
funds, but without corporate structure or 
market rate returns to support private eq- 
uity investments.” Reaping the high yields 
of social enterprises requires placing value 
on the social and environmental impacts 
of these organizations, as well as extend- 
ing the time horizon on expected financial 
returns. 


Strong Foundations 


MANY GROUPS ARE recognizing that the 
individuals best equipped to solve some of 
the biggest problems are 
already within the vastly 
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fundamentals are 
achieved, social entrepre- 
neurs labor to connect 
with the global field of 
private capital. Many are 
building their businesses 
in developing nations 
without investment rating 
agencies or informational opportunities 
such as investor forums. The struggle is 
compounded by severely limited capital for 
social entrepreneurs, particularly at the ex- 
pansion stage where large infusions of 
funds are required. No market currently 
exists for connecting social entrepreneurs 
and appropriately oriented investors. 

The result, as bloggers on the social en- 
trepreneurship Web site, Social Edge 
(www.socialedge.org), wrote this spring, 
“is an untenable and surely bizarre situa- 
tion: High-performing organizations with 
demonstrated potential go un-funded. 
Mission-motivated financiers who could 
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based in Portland, Oregon 
that provides early-stage, 
high-risk seed funding to 
inventors and entrepre- 
neurs, launched its “In- 
vention for Sustainable 
Development Program” in 
2003. This program sup- 
ports inventors and innovators in develop- 
ing countries at all stages of enterprise 
development, including the high-risk, ear- 
ly stage of mere ideas. Through invention, 
Lemelson strives to achieve systemic and 
scalable social change. 

Lemelson’s most recent major commit- 
ment, announced late last year, is a new 
partnership with U.S.-based nonprofit 
Ashoka. Lemelson is providing $4 million 
for Ashoka to bring 100 inventor-entrepre- 
neurs into Ashoka’s new Ashoka-Lemel- 
son fellowship program. These fellows are 
designing or disseminating technologies 
with potential to serve at least one million 








people, and the likelihood to replicate 
throughout the grantee’s country and pos- 
sibly even globally. Ashoka-Lemelson fel- 
lows receives stipends so they can focus on 
advancing their business models. Through 
the two organizations, fellows also have 
opportunities to access global networks of 
similar entrepreneurs and much-needed 
knowledge systems. 

Recognizing the transformative poten- 
tial of this group, foundations increasing- 
ly are responding to the unique needs of 
social entrepreneurs with supportive pro- 
grams. For instance the Switzerland-based 
Schwab Foundation for Social Entrepre- 
neurship was established in 1998 to work 
“from the bottom up,” in the words of 
Klaus Schwab. His foundation assists late- 
stage social entrepreneurs by providing 
opportunities for executive training, con- 
nections between entrepreneurs, inves- 
tors and companies, as well as access to 
other types of support networks. 

EBay cofounder Jeff Skoll refers to so- 
cial entrepreneurs as “change agents of the 
2ist century” and supports them with a va- 
riety of programs. The Skoll Foundation an- 
nounced recipients of its 2007 Skoll Awards 
for Social Entrepreneurship in March. The 
awards provide $10.2 million to ten social 
entrepreneurs to expand their enterprises. 
In 2003 the Skoll Foundation launched the 
Skoll Centre for Social Entrepreneurship at 
the Said Business School, University of Ox- 
ford. The school aims for its graduates to 
“advance systemic change where existing 
economic and political structures have 
failed or are underdeveloped.” 


Help Wanted 


GOVERNMENTS, ESPECIALLY THOSE in de- 
veloping nations, are focused primarily on 
keeping up with the basic needs of their 
rapidly growing populations. For this rea- 
son, and because too few cultures place 
high value on innovation, little govern- 


ment money is available for research and 
development, especially the R&D needed 
by social enterprises. 

Concurrently, large corporations are 
only beginning to recognize the potential- 
ly lucrative opportunities to provide prod- 
ucts and services affordable and 
appropriate for people at the base of the 
pyramid. Corporate giants would find eas- 
ier portals into these underserved markets 
by supporting the efforts of social entre- 
preneurs who provide products tailored to 
the needs of local people and designed to 
generate income or boost living standards. 
Possibilities abound for innovative corpo- 
rations and social entrepreneurs to form 
mutually supportive partnerships. For ex- 
ample, providing access to mentors and in- 
ternal training programs comes at little or 
no cost to many corporations. 

In developing nations especially, high- 
er education systems need tools for con- 
necting with the private sector to scale the 
ideas of innovators. Databases on academ- 
ic research and innovation need to be 
linked in order for entrepreneurs to avoid 
reinventing the wheel. Additionally, intel- 
lectual property protections in developing 
nations are necessary to provide incentive 
to entrepreneurs and investors. 

When the greater global business com- 
munity provides social entrepreneurs with 
the resources required to create and fund 
solutions to meet social and economic needs, 
it will become a powerful force in this rising 
tide. Financial returns on economic invest- 
ment in the world’s underserved markets 
will be possible. Helping people lift them- 
selves out of poverty will no longer be a wish 
but a matter of installing a systematic set of 
processes from one country to the next. And 
the rise of a global community of technolo- 
gy-based social enterprises could, in turn, 
enhance the practices of the original private 
investors, investment funds and corpora- 
tions that decided to take a chance on social 
entrepreneurs. 2 
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BETWEEN ALLY AND PARTNER: 
KOREA-CHINA RELATIONS 
AND THE UNITED STATES 

by Jae Ho Chung 
Columbia University Press, 
185 pages, $40 
tte 


Reviewed by SCOTT SNYDER 


| OUTH KOREA FACES the daunt- 
ing challenge of managing the 
consequences of China’s eco- 
nomic and political rise in the context of 
an apparent weakening of South Korea’s 
alliance with the United States. South 
Korea and China were on opposite sides 
of the Korean War, had virtually no con- 
tact through the 1970s, and went to great 
lengths to disguise and deny what proved 
to be unstoppable growth in trade rela- 
tions through the 1980s. 

The convergence of China’s economic 
opening and the impact of South Korea’s 
successful development experience led to 
diplomatic normalization in 1992, despite 
unstinting opposition from China’s erst- 
while comrades in Pyongyang. Fifteen 
years later, China is South Korea’s primary 
trading partner and destination for foreign 
investment, Moreover the relationship is a 
potential bellwether of dramatic changes 
in Asia’s strategic landscape. 

Jae Ho Chung fills a major gap in the 
literature on Sino-South Korean relations 
that exists despite the remarkable trans- 
formation that has taken place in that re- 
lationship during the past two decades. In 
the first English-language book in more 
than 10 years to comprehensively examine 
the relationship, Mr. Chung offers needed 
analysis of the historical context, normal- 
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ization and prospects for further develop- 
ment of Sino-South Korean relations. Mr. 
Chung effectively applies internation- 
al-relations theory to explain the major 
structural factors that drove the decision 
to normalize relations. He also provides a 
meticulous and authoritative analysis of 
the diplomatic, political and bureaucratic 
developments that led to normalization. 

Mr. Chung’s concise application of in- 
ternational-relations theory combined 
with his detailed explanation of the bu- 
reaucratic process, actors and obstacles to 
Sino-South Korean normalization should 
hold the attention of both scholars and 
diplomats. Mr. Chung also reviews public 
and elite opinion in South Korea toward 
China and the U.S., respectively, and con- 
siders 10 possible options South Korea may 
consider in response to the growing mis- 
match between its economic dependence 
on Beijing and its security alliance with 
Washington. 

Mr. Chung’s review of theoretical ex- 
planations for Sino-South Korean normal- 
ization illustrates the powerful forces and 
motives that drove China and South Korea 
together. A less ideological Chinese strate- 
gic view of the Korean Peninsula; the lure 
of economic opportunity; lessons from pre- 
viously failed policies; a nationalist desire 
to regain stature in the international com- 
munity; and interest in South Korea’s eco- 
nomic growth model were all important 
factors that contributed to diplomatic nor- 
malization. These forces emerged in the 
1980s following China’s decision to pursue 
economic opening to the outside world. 


exo Mr. Snyder is a senior associate at the Asia 
Foundation in Washington, D.C. 


Although South Korea was a natural 
economic partner, ideological objections 
from North Korea forced economic rela- 
tions to develop indirectly through Hong 
Kong, or be handled at the local provincial 
level, with Shandong provincial authori- 
ties initially given special authorization 
to pursue economic ties with South Ko- 
rea. Mr. Chung’s description of the de- 
velopment of economic ties draws on 
personal interviews 
and the memoirs of 
key officials on both 
sides, and highlights ° 
the roles that South 
Korean individual, | | Chung 
private-sector, qua- 
sigovernmental and 
informal backchan- 
nels played in pushing 
the envelope by devel- 
oping informal eco- 
nomic contacts. Mr. 
Chung explains how 
informal feelers from 
a variety of South Ko- 
rean actors faced po- 
litical obstacles, often 
as a result of pressure and complaints by 
North Korea about growing Chinese ties 
with the South. 

By providing a detailed explanation of 
the process by which China and South Ko- 
rea pursued negotiations leading to nor- 
malization, Mr. Chung provides a dramatic 
contrast between China’s ability to salvage 
a relationship with North Korea despite 
the “betrayal” of moving toward normal- 
ization with the South, while South Korea 
utterly failed to lay any similar ground- 
work for preserving goodwill in relations 
with Taiwan. As a result, it took over 10 
years for national flag carriers to resume 
services between Taipei and Seoul. 

Mr. Chung leaves no doubt that the ur- 
gency of then President Roh Tae Woo’s 
push for normalization with China during 
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his term carried with it a high price that 
significantly diminished South Korea’s 
leverage in negotiations over normaliza- 
tion. Those terms set the tone for a South 
Korean policy compass on sensitive issues 
of cross-Strait relations and Taiwan that 
invariably points toward Beijing. For in- 
stance, the Dalai Lama has never visited 
Seoul, despite South Korea’s large Bud- 
dhist population. One exception was the 
decision of South Korean 
lawmakers and a former 
president in 2004 to attend 
the inauguration of Taiwan- 
ese President Chen Shui- 
bian, which drew public 
threats of retribution from 
Beijing. 

Mr. Chung outlines the 
major trade, investment and 
tourism exchanges that have 
developed between China 

and South Korea, 
but does not delve 
deeply into the ef- 
fects of economic 
interdependence on 
regional political and se- 
curity relations. It would be interesting 
to know more about the extent to which 
the economic relationship with China has 
affected South Korean strategic perspec- 
tives and decision making. Mr. Chung 
notes South Korea’s increasing economic 
dependency on China, but does not explain 
whether economic dependency reduces 
South Korea’s scope for pursuing inde- 
pendent action. 

Most impressive is the extent to which 
South Korean trade and investment have 
opened the way for South Korean tour- 
ism to China. Tourism and study abroad 
in China by Koreans has dramatically in- 
fluenced South Korean perceptions of the 
country, while South Korean pop music 
and television dramas have become wild- 
ly popular among Chinese. This facet of 


the relationship is underexplored in Mr. 
Chung’s book, but the changes in South 
Korean views that have derived in part 
from direct experience are clearly illus- 
trated through Mr. Chung’s comprehen- 
sive analysis of trends in South Korean 
public opinion toward China and the U.S. 
These trends suggest that as opinions of 
China rise, expectations for the U.S. are 
falling. However, Mr. Chung also points 
out a somewhat surprising countertrend 
among South Korean elites, who are much 
more wary of China than the South Ko- 
rean public. 

Mr. Chung’s analysis of public opinion 
vis-a-vis China and the U.S., respectively, 
sets up his exploration of South Korea’s fu- 
ture options and best potential strategies 
for managing China’s rise and its relations 
with the U.S. Throughout this analysis, Mr. 
Chung remains acutely aware that despite 
South Korea’s economic clout, Seoul has 
limited capacity to shape its own choices 
or to decisively influence the choices of 
larger powers. 

South Korea’s greatest vulnerability lies 
in the fact that it can do little to shape its 
own strategic environment or to influence 
the trajectory of the U.S.-China relation- 
ship, which ultimately sets the context 
in which South Korea must make strate- 
gic choices. Mr. Chung ultimately recom- 
mends that instead of siding with either 
the U.S. or China, South Korea increasing- 
ly seek to pursue “issue-based support” on 
an ad hoc basis, depending on its assess- 
ment of its own interests. 

At least for the foreseeable future, Mr. 
Chung advocates that South Korea’s best 
strategy toward the U.S. and China, re- 
spectively, is “the choice of not making 
choices” so as to avoid prematurely fore- 
closing strategic options. This is no doubt 
good theoretical advice; the challenge for 
bureaucrats will be how to implement such 
a nonpolicy while also keeping their jobs. 
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THE RIVER OF LOST FOOTSTEPS: 
HISTORIES OF BURMA 
by Thant Myint-U 
Farrar, Straus and Giroux, 
384 pages, $25 
Nee 


Reviewed by BERTIL LINTNER 


HY IS BURMA in such a mess 
when the rest of the region is 
booming? Half a century ago, 
Burma had functioning democratic insti- 
tutions, a relatively healthy economy and 
a small but growing, well-educated middle 
class. Military coups were not uncommon 
in Asia when the Burmese army seized 
power in 1962, but only in Burma have the 
generals managed to cling to absolute pow- 
er for more than four decades. 

Thant Myint-U sets out to answer this 
question in his most recent book, which 
builds on his first, The Making of Mod- 
ern Burma (Cambridge University Press, 
2001). Both examine Burma’s past to ex- 
plain today’s predicaments, but River of 
Lost Footsteps is also a very personal ac- 
count of the author’s family. His maternal 
grandfather, U Thant, served as secretary- 
general of the United Nations in the 1960s 
and belonged to the middle class that the 
late dictator, General Ne Win, tried to 
obliterate after seizing power in 1962. The 
author himself was born in New York, edu- 
cated at Harvard and Cambridge, and later 
worked for the U.N. in Phnom Penh and 
then in Sarajevo. At the same time, he is 
fluent in his mother tongue and has visited 
Burma regularly since childhood. In other 
words, with his Burmese as well as inter- 
national perspective, he is well suited to 
analyze the country’s history from a more 
neutral standpoint than, for instance, Brit- 
ish colonial historians or nationalistic Bur- 
mese writers. 

Thant Myint-U argues that the remov- 
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Histories of Burma often overlook the troubled state’s long 


record of failed state-building and warrior-king governance. 





al of the Burmese monarch in 1885 by the 
British created “a break with the ideas 
and institutions that had underpinned so- 
ciety in the Irrawaddy Valley since before 
medieval times.” Rather then keeping a 
figurehead monarch on the throne and es- 
tablishing a protector- 
ate—as the French did 
in Annam (now part of 
Vietnam), Cambodia 
and Laos—the British 
turned Burma into 
a province of India, 
despite vast cultural, 
language and histori- 
cal differences. Bur- 
ma, the author states, 
“would be adrift, sud- 
denly pushed into the 
modern world without 
an anchor in the past.” 
This was followed by 
the Japanese occupation 
during World War II, 
and, since independence 

in 1948, the longest-running civil war in 
the world between the central government 
and a myriad of mostly ethnic but also po- 
litically diverse insurgent armies. Burma 
retreated into its shell, putting an almost 
permanent “do not disturb” sign on the 
door for the outside world to see. 

Thant Myint-U outlines these develop- 
ments quite well and the book is a good 
read. He makes 19th century Burma 
come alive and gives a vivid account of 
the emergence of the Burmese national- 
ist movement and its leaders. Intertwined 
anecdotes about the author’s family make 
it popular history at its best. But just the 
removal of the Burmese monarchy more 
than 120 years ago and ensuing colonial 
humiliation cannot explain Burma’s sad 
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plight. The Japanese removed the Kore- 
an monarchy, too, when they turned the 
peninsula into a colony in 1910 and ruled it 
with far greater brutality than the British 
in Burma. Yet, Korea—at least the south- 
ern half—has managed to prosper and de- 
velop into a modern, affluent 
and democratic society. 

Rather, the explanation 
lies in what Thant Myint-U 
describes in another part of 
the book as Burma’s “long 
history of failed state-build- 
ing.” This is a welcome break 
from theories promoted by 
Western scholars, according 
to whom a strong and well- 
organized “Burmese state” 
existed before the arrival 

of the British, and 

British colonial- 

ism—and democ- 

racy—was simply 

a foreign interlude. 

In 1962, the “state” sup- 

posedly reasserted itself and brought Bur- 

ma back to its historical roots, according 
to this theory. 

In reality, precolonial Burma was ruled 
by warrior kings who were adept at con- 
quering land from their neighbors, in- 
cluding parts of what today is Thailand, 
but failed to consolidate their conquests 
by establishing functioning administra- 
tions in their new domains. That warrior- 
king mentality, not any ancient notion of a 
“Burmese state,” is the main legacy of “old 
Burma,” and is the reason why the country 
even today is fractured and in a permanent 
state of civil war. 

Further, today’s Burma is a colonial cre- 
ation which includes territories and peo- 
ples who had nothing or little to do with 


any precolonial Burmese kingdom, and 
have no desire to be inside the boundaries 
that Britain established in the 19th century. 
The outcome is a civil war that never seems 
to end—and a military firmly entrenched in 
power with few signs of overt dissent. 

Thant Myint-U goes on to criticize the 
West for believing that condemnation and 
sanctions may force the Burmese gener- 
als to change their minds about the way 
the country is governed. He argues that 
“in Burma it’s not simply getting the mil- 
itary out of the business of government. 
It’s creating the state institutions that 
can replace the military state that exists.” 
Consequently, more foreign investment, 
engagement and tourism are the answer, 
not exclusion from the world community, 
because “much more than any other part 
of Burmese society, the army will weather 
another 40 years of isolation just fine.” On 
the contrary, if Burma were less isolated, 
“the conditions for political change would 
emerge over the next decade or two.” 

In theory, no one would argue with 
that. But, as the author himself points out, 
foreign investment—which began to trick- 
le into the country in the early 1990s—has 
“largely dried up, partly as a result of the 
Asian financial crisis of the late 1990s, but 
mainly the result of a still poor business 
environment.” Even without sanctions, not 
many foreign businessmen would want to 
invest in Burma, and tourists constantly 
complain about substandard services and 
government-sanctioned rip-offs. 

Nevertheless, The River of Lost Foot- 
steps should provoke a debate about the 
outside world’s approach to Burma’s prob- 
lems, and its atavistic regime. Years of con- 
demnation have not had any impact on 
the regime—but neither has the policy of 
“constructive engagement” that Burma’s 
neighbors in the Association of Southeast 
Asian Nations have been advocating. 

So what is to be done? The author 
doesn’t present any concrete suggestions, 
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only a general argument for more engage- 
ment. That is disappointing, because time is 
running out for Burma. Economically and 
socially it is a wreck. Since the 1988 pro- 
democracy uprising was brutally crushed 
by the military, universities and colleges 
have been closed more than they have been 
open. Thousands of the country’s talents 
have left the country to look for a brighter 
future abroad, leaving what little was left 
of Burmese civil society even sparser. More 
than 100,000 people from the Karen, Mon, 
Karenni and Shan ethnic minorities have 
fled to Thailand and are living in refugee 
camps. Drug abuse is rampant, especially 
in the border areas, and the HIv epidemic is 
out of control, possibly more severe than in 
any other Southeast Asian country. 

Short of a foreign intervention, a mas- 
sive, popular uprising or a split within the 
army itself, it is hard to see what could 
bring about change in Burma. But none of 
these scenarios appears likely in the fore- 
seeable future. Burma’s failed state-build- 
ing may have already led to a failed state, 
with disastrous consequences for the en- 
tire region. Thant Myint-U’s book may 
therefore, despite its shortcomings, serve 
as a wake-up call for the outside world. 
Perhaps a fresh approach is needed after 
all. The alternative is the continuation of 
avery depressing status quo. 


A COUP FOR THE RICH: 
THAILAND’S POLITICAL CRISIS 
by Giles Ji Ungpakorn 
Workers Democracy Publishers, 
144 pages, 200 baht 
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Reviewed by CHRIS BAKER 


ILES JI UNGPAKORN’S most re- 
cent treatise may actually be 
more important as an event than 
a read. This slim volume contains four es- 
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Why are some Bangkok bookstores suddenly nervous 


about carrying books that criticize the Sept. 19 coup? 





says which present leftist discussions of 
the Sept. 19 coup, the monarchy, the polit- 
ical left, and Thailand’s restive south. The 
bookshop in Bangkok’s Chulalongkorn 
University, where the author is an associ- 
ate professor in political science, refused to 
sell it when it came out in February 2007. 
The bookstore manager wrote a public let- 
ter explaining this decision on the grounds 
that the book quotes two sources that have 
been banned—Paul Handley’s biography of 
Thailand’s King Bhumibol, The King Never 
Smiles, and an article about the king from 
the REVIEW (“A Right Royal Headache,” 
Jan. 10, 2002). 

The bookshop in Thammasat University 
also initially refused to stock the book, un- 
til ordered by the university’s rector to do 
so on the grounds of upholding academic 
freedom. Asia Books, a leading book-retail 
chain, will not sell the book; an enquiring 
academic was told in the store that it was 
“too negative against the coup.” 

Bangkok bookstores’ recent bout of self- 
censorship is not limited to A Coup for the 
Rich. The Chulalongkorn bookstore has 
also refused to sell a special issue devot- 
ed to the coup published by a Thai maga- 
zine, Fah Diew Kan (Same Sky), in which 
20 Thai academics scathingly criticized the 
military’s takeover. One commercial book- 
store, Nai-In, has followed suit, but else- 
where this special issue is selling so well 
that the publisher expects to reprint. 

The nervousness of the bookstores has 
no legal grounding. Neither of these vol- 
umes has been banned. There is no prec- 
edent in Thailand for a bookshop being 
prosecuted for failing to notice a problem in 


os Mr. Baker is a Bangkok-based writer and co- 
author of A History of Thailand (Cambridge, 
2005). 


the footnotes of something on its shelves. 

So what are we to make of the stores’ de- 
cisions? These bans and refusals to sell are 
not truly censorship in the sense of prevent- 
ing something being distributed and read. 
Rather they are political gestures, flag wav- 
ing, taking sides. And of course these acts 
are illuminating and wonderfully counter- 
productive. If this coup was performed in 
the service of democracy and democrat- 
ic values, as its leaders claim, why should 
there be any problem with selling books 
which prompt open critical debate? Ban- 
ning Mr. Handley or refusing to sell Mr. Ji’s 
book just enhance their appeal. 

In other words, these boycotts are a 
skirmish in the battle over who has the 
right to determine what can and cannot be 
talked about in public. It’s not really about 
controlling what people can read. Anyone 
disappointed by the absence of these books 
from the Chulalongkorn store can walk a 
few yards to Mr. Ji’s office for his book, or 
a little further to a commercial bookstore 
for Fah Diew Kan. 

The Handley book and REVIEW article 
cited may be technically banned but that 
does not place them out of reach. It’s easy 
to buy the Handley book over the Internet 
as long as the order is placed from some- 
where other than Thailand, and cheap 
photocopied versions are available inside 
Thailand. The infamous REVIEW article 
is available on countless blogs and Web 
pages. 

The book contains four essays. The first 
is a wide-ranging view of the coup. The 
other three expand on particular points 
about the monarchy, leftist politics and 
the strife in Thailand’s south. Despite the 
catchy title, Mr. Ji does not really explain 
how Sept. 19 coup is “for the rich.” Instead, 
he argues it was against the poor. Thak- 
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sin may have been a big bad capitalist, but 
he launched several policies designed to 
buy social peace, and these delivered real 
benefits to the poor and oppressed. In Mr. 
Ji’s view, these policies enraged Thailand’s 
elites, precisely because the policies helped 
the poor and made Thaksin popular. 

He argues that three groups were be- 
hind the coup: the middle class and liber- 
als; the “neoliberals,” by which he mostly 
means the Democrat Party; and the busi- 
nessmen who initially supported Thaksin 
but then abandoned him. “What most of 
these people have in common is their con- 
tempt for poor farmers and workers who 
make up the majority of the population. 
These elitist authoritarians even have the 
gall to state that the poor do not understand 
democracy!” However Mr. Ji has very little 
to say about the army, which is portrayed 
as no more than a tool of other elites. 

While Mr. Ji spends 10 pages excoriat- 
ing these elites, he devotes half the book to 
slamming just about everyone else in Thai- 
land who might consider themselves paid- 
up members of the left. After the collapse of 
the socialist world, Thailand’s leftists lost 
their way, he explains. Some collaborated 
with Mr. Thaksin, which at least resulted 
in his pro-poor programs. Others muddled 
their heads with postmodernism, strayed 
off into single-issue activism, dreamed 
about a third way, or became “tank liber- 
als” who supported the coup. 

They have no theory and strategy, and 
leftists leading the anti-Thaksin movement 
were “entirely middle-aged and male.” 
Maoists and Stalinists often are tempted 
into allying with their real enemies under 
popular front strategies, and the results 
are always dire, as in the case of this coup. 
The Trotskyites are left to carry the torch, 
but it is a lonely job. 

Mr. Ji argues strongly that the left 
needs to return to mainstream politics, 
“to build an alternative party which cam- 
paigns for a welfare state, progressive tax- 
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ation and opposition to neoliberalism.” Mr. 
Ji’s strongest and most daring arguments 
are about the role of the monarchy. If the 
institution claims to be “above politics,” 
how can it risk being seen to intervene? 
In a system that claims to be democratic, 
“do we want a head of state that has the 
courage to defend freedom and democra- 
cy, or do we want a head of state that sup- 
ports the destruction of democracy?” Mr. 
Ji calls for a head of state who is “publicly 
accountable.” 

One curious aspect of the book: Why 
did Mr. Ji, who is bilingual, write this book 
in English, which is not the language of 
“the poor, the working class and the peas- 
antry” he hopes to arouse? After the gen- 
erals have claimed their coup was carried 
out in the service of democracy, Thai poli- 
tics are in a topsy-turvy wonderland, and 
nobody knows which way is up. 


TRANSFER PRICING AUDITS IN CHINA 
by Jian Li and Alan Paisey 
Palgrave Macmillan, 288 pages, $85 


A" 


Reviewed by CATHY HOLCOMBE 


HERE IS A Significant contrarian 
faction within the China-watch- 

ing community that contends the 
country’s growth story is a myth. What 
seems like miraculous economic rebirth 
is really just a catching up from years of 
communist-era disaster. The new lead- 
ers may be more liberal, and more sane, 
but their ultimate goal is to retain power, 
so they have created a brittle, highly cho- 
reographed capitalistic experiment where 
connected interests are propped up with 
economic favors while real companies are 
hassled, ripped off, and ultimately hound- 
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ed out, a cycle that can be constantly re- 
peated because a new stream of suckers 
(especially “foreign investors”) are always 
ready with new funds. 

China bulls say to this, no, no, no. 
Beijing is just trying to make the transition 
to a market economy without ending up 
a basket case like Russia. Besides, even if 
the country didn’t intend to liberalize, it’s 
too late now. The genie is out of the bottle, 
there is no going back. 

Take taxation. China believers might 
point to this mundane but crucial policy 
arena as evidence of a progressive, ratio- 
nal state. Tax breaks played a major role in 
luring foreign investors in the first place. 
Tax was also used as a barrier against 
those foreigners who had the gall to want 
to actually sell stuff within the country. 
Eventually China traded many of its tar- 
iffs in for World Trade Organization mem- 
bership. It then began the long process of 
“unifying” its tax regimen so that foreign- 
ers would pay the same (higher) rate as 
Chinese nationals. 

One can see why this was the natural 
next step. Several years ago, for instance, I 
was in a meeting where a Chinese business- 
man was pitching for money to extend his 
early-stage retail business. He was the kind 
of hybrid character that banks and private 
equity types love to throw money at. He 
had gotten an MBA in the United States and 
then did a stint at one of those big, brash 
steamrollering American corporations. Yet 
he was originally from China, so it was as- 
sumed he’d be able to negotiate well with 
the impossible cadre thugs. 

Indeed the guy kept mentioning, as 
proof of his flair with the local bureaucra- 
cies, that his effective tax rate was only 
10% to 15%, (compared to 33% for Chinese 
firms). Finally someone in the room asked: 
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China is beefing up its transfer-pricing regime in response 
to an exponential increase in malpractice by foreign firms. 









“Doesn’t this give you an unfair advantage 
over P.R.C. businesses?” In other words, 
sure you got a good deal now. But is this re- 
ally sustainable? 

The answer to that question is, increas- 
ingly, no. Everyone knew well in advance 
that China would introduce a tax unifi- 
cation law at the latest National People’s 
Congress in March. Less widely anticipat- 
ed is the coming push to beef up the ranks 
of auditors who specialize in tax-dodging 
techniques long cultivated by multination- 
als—a practice known in polite circles as 
“transfer pricing.” 

This is, to say the least, very timely. Sta- 
tistics show that foreign companies in Chi- 
na tend to suddenly have a swift plunge 
in profits just after their tax holidays end. 
When taxes go up, so does tax dodging. 
And with unification, taxes will be going 
up for foreigners. The corporate tax rate 
will be set at 25% for both foreigners and 
nationals, starting in 2008. 

Besides the actual revenue issue, there 
is a very serious image issue involved 
here. The “China myth” proponents love 
to point out that the majority of foreign in- 
vestors in China do not turn a profit. The 
official statistics support this viewpoint. 
According to Transfer Pricing Audits in 
China, a slim volume just published by ac- 
countant Jian Li and writer/researcher 
Alan Paisey, P.R.C. tax revenue statistics 
show that 35% to 40% of foreign-invested 
enterprises were in loss-making positions 
from 1988-93. 

That percentage jumped to between 
50% and 60% for the following two years. 
And from 1996 to 2000, 60% to 70% of for- 
eign companies reported losses. “Clearly 
there has been an exponential increase in 
malpractice,” the authors state. The Chi- 
nese government estimates that 60% of 


losses by foreign enterprises can be attrib- 
uted to transfer-pricing maneuvers. 

Of course, they would say this, but it is 
a believable figure. China has historical- 
ly been a lot more interested in the tech- 
nology and jobs that foreigners bring, not 
the tax revenues. Even today, having codi- 
fied one of the most sophisticated trans- 
fer-pricing laws in the world, and having 
regularly paid for Australian and U.S. tax 
officials to visit and train their auditors, 
China’s national tax bureau, the State Ad- 
ministration of Taxation (SAT), has only 10 
to 20 transfer-pricing specialists, accord- 
ing to Mr. Li. One of the country’s biggest 
transfer-pricing coups to date—the recent 
settlement with fashion retailer Giordano, 
the only listed Hong Kong company to be 
nabbed for this—was uncovered by audi- 
tors working for the Guangzhou municipal 
office of the SAT. 

In light of the hundreds of thousands 
of foreign enterprises in the country, in- 
cluding the many foreign joint ventures, 
there is still a lot of room for temptation 
for corporations to play the favored tricks 
of transfer-pricing. The first of these is 
where a Chinese subsidiary of an overseas 
firm sells goods at inflated prices to an as- 
sociated firm in a tax haven, thus lowering 
the profits in China. Indeed, it might even 
sell at a loss to avoid taxes altogether in 
China. 

One red flag that Chinese tax authori- 
ties look for in deciding on which compa- 
nies to audit is when a company’s profit 
margins suddenly collapse just after a tax 
holiday terminates. This was the case with 
a Hong Kong toy company that was audited 
in 2003 (all cases in the book are anony- 
mous). The authorities claimed that aver- 
age margins in the plastic-toy sector were 
a third higher than the company’s own, 
and thus yanked up the company’s profit 
figure accordingly. This is a version of the 
“arm’s length principle,” the most com- 
mon tool at hand for transfer-pricing tax 
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authorities. In the arm length’s approach, 
auditors use independent-party transac- 
tions as a guideline. If different branches 
of a large company are buying or selling 
things at non-market prices, they raise the 
risk of a tax audit, and a subsequent profit 
restatement and penalty. 

In a second scenario, a P.R.C.-based 
subsidiary pays a “fee” or royalty to the 
overseas parent company for managerial 
advance or brand name use. In some cases, 
the fees are so high that there is little or no 
profit on which the mainland authorities 
can tax them. Clothing retailer Giordano, 
which makes one quarter of its sales in 
China, was accused of beefing up the roy- 
alty charges its mainland operations pay 
to Hong Kong. As a result, the firm was re- 
cently ordered to pay $8.4 million in back 
taxes to China. The firm had to provide 
for the tax bill in the financial results for 
the year ending in December 2006—which 
saw profits tumble 43%. The tax provision 
was responsible for about a quarter of the 
profit decline. Going forward, however, 
Giordano says their effective tax rate will 
only rise by about 1%. 

A third possible tactic is for a company 
to borrow money in China, then lend it to 
associates at no interest rate (this is a game 
that local companies play as well). In 2003, 
Guangdong province nabbed a large for- 
eign investment company’s P.R.C. subsid- 
iary for this practice. The firm in question 
borrowed 2 billion yuan ($258 million) 
from the Bank of China, and their inter- 
est rate costs were (as is normal) deducted 
from the taxable income they paid. At the 
same time the associates paid no tax on 
interest income form the loan. The invest- 
ment companies paid a high price for this 
little maneuver: Its interest-rate charges 
were adjusted upwards by around 596 mil- 
lion yuan, leading to a hike in its tax bill of 
81 million yuan. 

An even more popular practice is to loan 
money to Chinese enterprises at inflated 
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The Chinese government contends it loses $3.9 billion 


per year in tax revenue due to transfer-pricing abuses. 





rates, which lowers the profits, and thus 
the tax bill. Transfer Pricing documents 
one such case of a Sino-Hong Kong joint 
venture that was suspected of transferring 
profits to the parent company by way of 
high-interest loans. Based on the Bank of 
China’s benchmark rate, it estimated that 
the company had overpaid for its loans by 
637,438 yuan. 

China contends that it loses 30 billion 
yuan ($3.9 billion) a year in revenues to 
transfer-pricing abuses. This compares to 
400 million yuan recovered in 2005, when 
it filed 300 cases nationwide and settled 70 
of them. In 2006 it filed 220 transfer-pric- 
ing cases, and settled 100 of them, accord- 
ing to Mr. Li. While the recovery amounts 
are a drop in the bucket compared to the 
estimated revenue losses, Mr. Li avers that 
China is rapidly becoming a leader in the 
region. “China may soon have the most 
comprehensive transfer-pricing program 
in the Asia-Pacific region, surpassing even 
that of Japan,” Mr. Li said in an email. His 
company, Transfer Pricing Associates, 
specializes in the area. 

The foreword to Messrs. Li and Pai- 
sey’s book, written by U.S. accounting 
professor Susan Borkowski, warns that 
companies will be railroaded by Chinese 
tax authorities if they don’t go into audits 
with the right (i.e. face-giving, concilia- 
tory) attitude. However, Mr. Li said in an 
interview that he thinks the Chinese tax 
officials are a reasonably fair and knowl- 
edgeable bunch. Admittedly, he has heard 
complaints from overseas managers who 
claim the P.R.C. authorities misconstrue 
normal business practices with attempts 
at tax dodging. But he also notes that Chi- 
na has signed 82 tax treaties with other 
countries/districts which allows tax paid 
in one jurisdiction to be offset against tax 


paid elsewhere. This shows China doesn’t 
want to put its foreign investors in a “dou- 
ble taxation” situation. 

Indeed, Mr. Li says the increasingly 
sophisticated nature of China’s transfer- 
pricing regime will force other regional 
slackers on the issue—Singapore, Indo- 
nesia, the Philippines and Thailand—to 
upgrade their regimes rather than becom- 
ing havens for transfer-pricing abuses. 
Nor can multinationals consider Vietnam 
as the next frontier for transfer-pricing 
abuses. “The tax authority began to sus- 
pect that something was amiss when most 
of the multinationals in Vietnam reported 
losses year after year and yet continued to 
expand their operations there. Multi- 
nationals in Vietnam can expect a much 
harder time in the future,” says Mr. Li. 


WHO WAS RESPONSIBLE? 
FROM MARCO POLO BRIDGE 
TO PEARL HARBOR 
by the Yomiuri Shimbun staff 
Yomiuri Shimbun, 410 pages, $40 
Ne 


Reviewed by MELANIE KIRKPATRICK 


ORE THAN SIX decades after the 
end of World War II, it’s often 

said that the Japanese haven’t 
come to terms with their wartime history. 
Prime Minister Shinzo Abe’s recent ham- 
fisted handling of the emotional issue of 
the “comfort women” is a case in point. He 
ended up apologizing for imperial Japan’s 
treatment of the tens of thousands of wom- 
en, mostly Chinese and Korean, who were 
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forced into sexual slavery but not before 
he had caused widespread offense by sug- 
gesting that the Japanese military hadn’t 
coerced them into service. 

To mark the 60th anniversary of the 
end of the war, in 2005, Japan’s largest-cir- 
culation newspaper, the Yomiuri Shimbun, 
undertook to answer the broad question 
of Japan’s wartime responsibility. As edi- 
tor-in-chief Tsuneo Watanabe explains 
in his foreword, “The Yomiuri Shimbun’s 
efforts were based on its belief that there 
can be no genuinely honest and friendly 
dialogue with those countries which suf- 
fered considerable damage and casualties 
in the wars with Japan, without correctly 
understanding Japan’s past. To that end, 
we, the Japanese people, should follow our 
consciences in explaining on our own how 
barbaric the wars were and who should be 
held responsible.” 

It was an admirable goal and the news- 
paper’s findings, published in a series of 
articles over the course of the following 
year, were widely read at the time and sub- 
sequently collected in two volumes. Who 
Is Responsible? is a translation of those ar- 
ticles, along with maps, photos, timelines 
and a valuable appendix of primary docu- 
ments from the era. 

When it set out on the project, the Yo- 
miuri established an in-house war-re- 
sponsibility commission, made up of 
senior editors and reporters and advised 
by outside experts, to examine what it 
calls the “Showa War.” That’s the broad- 
based name it assigns to Sino-Japanese 
war that began with the outbreak of hos- 
tilities in the Manchurian Incident in 1931 
and continued through the Sino-Japanese 
War and the Pacific War, ending with the 
Japanese surrender to the Allied forces in 
1945. “Showa” is the regnal name of Em- 
peror Hirohito. 

The war-responsibility commission 
was tasked with exploring the answers to 
five specific questions: 
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- Why did Japan plunge into war in China 
after the 1931 Manchurian Incident? 

- Why did it expand the war to the U.S., 
with the attack on Pearl Harbor, even 
though it lacked the resources to win? 

- Why did the military employ kamikaze 
and other suicide tactics? 

- Could Japan have stopped the atomic 
bombings of Hiroshima and Nagasaki 
and the entry of the Soviet Union into the 
war? 

- Did the postwar Tokyo Tribunal, which 
tried Japanese military and government 
leaders, do an adequate job of assigning 
responsibility? 


These are immense questions, each 
worthy of volumes, and the result is some- 
thing of a potted history—long on names, 
dates and chronology and short on narra- 
tive and analysis. The writing, as might 
be expected from a committee, does not 
sing. But the collected articles are never- 
theless highly digestible, and the editors 
do a fine job of presenting the facts in a 
readable fashion to their more than 10 mil- 
lion readers. 

There are several themes that emerge 
in the Yomiuri’s analysis: One is that mili- 
tary elites wielded more or less unchecked 
power, starting with the Manchurian In- 
cident, which was instigated by a group 
of young officers with expansionist ambi- 
tions to extend the Japanese empire to all 
of Manchuria and Inner Mongolia. The of- 
ficers’ superiors praised them, the prime 
minister of the day refused to condemn 
their actions, and the emperor said mere- 
ly, “Be careful, hereafter.” 

This kind of independent action, out of 
keeping with military discipline and un- 
checked by politicians, was repeated again 
and again over the course of the war, the 
Yomiuri finds. This isn’t an original ob- 
servation, but the way the Yomiuri tells 
it~example upon example of military ad- 
venturism, political fecklessness and im- 


April 2007 





The Yomiuri doesn’t examine what it was about Japan’s 


political system that allowed World War II to happen. 





perial distance—reinforces the point in a 
powerful way. It does so, however, without 
really attempting to examine what it was 
about Japan’s political system, or its soci- 
ety, that allowed this to happen. It’s strong 
on the “who, what, where and when,” but 
weak on the “why.” 

The Yomiuri criticizes the Tokyo Tri- 
bunal, which passed judgment on 27 high- 
ranked military and political leaders, as 
Class A War Criminals, 
while “overlooking 
those who effective- 
ly held authority over 
the exercise of power.” 
Many such staff offi- 
cers are cited by name 
in the book. Among the 
politicians the Yomiuri 
finds most culpable is 
Prime Minister Kanta- 
ro Suzuki, who is often 
credited with bringing 
the war to an end. The 
Yomiuri blames him for 
failing to end the war be- 
fore Hiroshima and Na- 
gasaki. As early as June 
1945, two months before 
the atomic bombs, Suzuki received “aston- 
ishingly honest” reports about Japan’s in- 
ability to continue to wage war. 

I don’t know whether Who Was Re- 
sponsible? will be translated into Chinese 
and Korean, but if so, I dare say it will 
be criticized for not sufficiently meeting 
Mr. Watanabe’s stated goal of explaining 
how barbaric the war was. The Rape of 
Nanking (called the Nanking “Incident,” 
in Japanese) is cited briefly. No mention is 
made of the comfort women, the appall- 
ing treatment accorded Allied pows, or 
many other recorded barbarities against 
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non-Japanese. 

Three million Japanese soldiers and 
civilians died in the war, and the human- 
rights issues the commission highlights 
tend to be those involving them: the gyoku- 
sai attacks, in which soldiers were ordered 
to fight to the death, and tokko or “special 
attacks,” better known as kamikaze bomb- 
ings, where young recruits flew planes or 
guided torpedoes into Allied ships. The 
editors quote military leaders 
who offer rationales for this 

cult of death, but they leave 
it at that, without probing 
further. 

There is also discussion 
of the Soviets’ incarcera- 
tion in Siberia of 570,000 
Japanese soldiers, 100,000 
of whom died before they 
could return home. This 
postwar tragedy—the Ppows 
were not released until the 
mid-’50s—is not well known 

in the West. 
The Yomiuri 
concluded its se- 
ries on August 15, 

2006, 61 years after the 
end of the war. Its lengthy editorial that 
day opened with a famous poem by Hiro- 
hito, written on that day in 1987, and ex- 
pressing his “deep sorrow” for the war. 
The editorial goes on to express the hope 
that by clarifying the wartime responsi- 
bilities of Japan’s leaders, its investigation 
will help to settle current problems “over 
interpretation of history.” 

Frankness is not a trait often associat- 
ed with Japanese discussions of the Showa 
War, and perhaps the greatest value of 
Who Was Responsible? is that it opens a 
door to further self-examination. 1 | 
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‘DUCH’ CONFESSES 
by Nic Dunlop and Nate Thayer 
Vol. 162 No. 18, May 6, 1999, Page 18 


T FIRST, THE old man speaks 
only of his passion for Jesus and 
his mission to bring the Gospel to 
these squalid jungle hamlets populated by 
Khmer Rouge defectors. 

Ta Pin, as he calls himself, has worked 
with international aid groups in recent 
years, and he speaks for an hour—in a com- 
bination of Khmer, French and English—of 
the needs of the peasants. He proudly dis- 
plays a pair of laminated certificates he 
received after attending seminars held in 
Cambodia by American evangelical church- 
es—they commend his “personal leadership 
development, team-building and deepening 
commitment to Jesus Christ.” 

He sidesteps several political ques- 
tions, until one causes him to look down 
and examine the business card of a visit- 
ing reporter. Following a long pause, his 
eyes narrow and he looks directly at his 
visitor, betraying a racing mind. “You are 
from the FAR EASTERN ECONOMIC REVIEW, 
the one who interviewed Pol Pot, Ta Mok 
and the other leaders,” he says. “Yes,” the 
reporter replies. “They told me who you 
are and that you were here.” 

The old man stares silently into the dis- 
tance for a moment, then sits down next to 
the reporter. Without being asked another 
question, Kang Kek Ieu—alias Ta Pin, alias 
Hong Pen, alias “Duch”—begins to speak 


exe Mr. Dunlop is author of a recent book about 
the search for Duch, The Lost Executioner 
(Bloomsbury, 2005). Mr. Thayer interviewed Pol 
Pot while at the REVIEW and recently covered the 
war in Iraq for Slate. 
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of his life as the chief executioner for Pol 
Pot’s Khmer Rouge. 

“First, I want to say that I thank God 
to be meeting the FAR EASTERN ECONOMIC 
REVIEW today,” says the one-time warden 
of Cambodia’s most notorious death camp 
who has been on the run for 20 years. “It 
is God’s will you are here. Now my future 
is in God’s hands.” 

With that, he talks freely of his role and 
that of others in the horrors of 1975-79, 
when the Khmer Rouge ruled Cambodia 
and as many as two million people perished 
out of a population of less than seven mil- 
lion. “I have done very bad things before in 
my life. Now it is time for les represailles [to 
bear the consequences] of my actions.” 

He makes the confession in interviews 
on April 22 and 26 in his one-room hut 
in the jungles of western Cambodia. His 
pregnant niece lies sick and nearly coma- 
tose on a mat behind him, her arm taped to 
an intravenous drip that hangs from a ceil- 
ing beam. His son sits nearby, his wood- 
en leg with carved toes—he stepped on a 
landmine in 1985—hanging over the edge 
of the hut’s raised floor... 

“The first half of my life I will remem- 
ber forever. Then I thought God was very 
bad, that only bad men prayed to God. My 
unique fault is that I did not serve God, 
I served men, I served communism,” the 
56-year-old Duch says. “I feel very sorry 
about the killings and the past. I wanted to 
be a good communist. Now, in the second 
half of my life, I want to serve God by do- 
ing God’s work to help people.” 

Comrade Duch has much to be sorry 
about. He was chief of the Khmer Rouge 
“S-21” national-security apparatus and ran 
the notorious Tuol Sleng detention center 


in Phnom Penh. A converted secondary 
school, Tuol Sleng was the nerve center 
for a nationwide network of prisons and 
execution grounds. Thousands of peo- 
ple—many of them purged Khmer Rouge 
cadres and their families—were tortured, 
forced to confess to fantastic plots and ex- 
ecuted at Tuol Sleng, their bodies dumped 
in shallow graves outside the city. 

The treatment and the confessions of 
inmates were meticulously documented. 
Duch’s own signature and detailed com- 
ments are on hundreds of documents or- 
dering barbarous torture methods ranging 
from electric shocks and severe beatings to 
the pulling out of toenails and submersion 
in vats of water. At least 16,000 people were 
“processed” through Tuol Sleng, according 
to scholars; only seven survived... 

If an international tribunal is convened 
to try the Khmer Rouge for genocide, Duch 
would be a pivotal figure: He was the di- 
rect link between the Khmer Rouge politi- 
cal leadership and its killing machine. 

“Duch would in fact be in a key posi- 
tion to close key gaps in the evidence,” 
says Stephen Heder, a Cambodia expert 
at London University’s School of Oriental 
and African Studies. “Although we have 
documents linking S-21 to Pol Pot, Nuon 
Chea, Ta Mok, Ke Pok and Son Sen, among 
others, they do not establish incontrovert- 
ibly that any of the above ordered all the 
crimes against humanity that we know 
were committed, and leave very unclear 
the roles of key figures such as Ieng Sary 
and Khieu Samphan.” 

Mr. Heder was referring to the top lead- 
ers of the Communist Party of Kampuchea, 
who ran the country from April 1975 to the 
end of 1979. In the past few years, Nuon 
Chea, Ieng Sary, Khieu Samphan and Ke 
Pok have all “defected” from the Khmer 
Rouge and now live freely in Cambodia; Ta 
Mok is alone in having been jailed after his 
capture in March. Son Sen was murdered 
in June 1997 on Pol Pot’s orders.... 
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Putting on his glasses, he solemnly leafs 
through copies of documents recovered 
from Tuol Sleng and shown to him by the 
REVIEW. They are “confessions” extract- 
ed under torture, riddled with notations 
in Duch’s handwriting giving instructions 
for questioning, torture methods and exe- 
cution. “Yes, this is my signature,” he says, 
pointing to a scrawl ordering the torture of 
one victim. “And this handwriting is Nuon 
Chea’s and this one Son Sen’s.”... 

Examining the documents, Duch ex- 
presses what seems like genuine remorse. 
“I am so sorry. The people who died were 
good people. I am here now. God will de- 
cide my future.” He adds: “There were 
many men who were innocent. I tried to 
understand the punishment and orders 
to kill. I have a great difficulty in my life 
thinking that the people who died did 
nothing wrong.” He goes on to identify 
those he says made the command and con- 
trol decisions of organized genocide. “The 
first was Pol Pot, the second was Nuon 
Chea, the third Ta Mok,” he says.... 

The regime’s figurehead prime minis- 
ter, Khieu Samphan, ... “knew of the kill- 
ings, but less than the others,” he says.... 

While Duch’s revelations would be a 
prosecutor’s dream, the chances of a hear- 
ing being convened before an internation- 
al tribunal abroad or a fair trial being held 
in Phnom Penh remain remote. Cambodi- 
an Prime Minister Hun Sen has resisted 
calls for a wide-ranging trial, saying it 
could spark a new civil war in a country 
at peace for the first time in 30 years. 

In fact, the REVIEW has learned, the 
Cambodian government has been aware of 
Duch’s whereabouts since at least mid-1997, 
but apparently made a political decision not 
to arrest him. 

.. In his remote village in northwest 
Cambodia, Duch says he is willing to let 
his fate be decided by others. “For the trial 
of myself, I don’t worry, it is up to Hun Sen 
and Jesus.” = 
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ON THE TRAIL OF 
THE ULTIMATE ONSEN 
by Colum Murphy 


ROAD SIGN OFFERS hope. “Yu- 
topia,” it reads, pointing toward 
nearby Yufuin, a hot-springs (on- 
sen) town on the southwestern Japanese 
island of Kyushu. Was this just another ex- 
ample of Japanese wordplay—yu means hot 
water—or might this be the Promised Land 
of onsen? 

Our first hot-springs stop the previous 
night had been a minor disaster. We had 
gone to Beppu, one of Japan’s most famous 
resorts, less than an hour away by car from 
where we are now. A coastal onsen, Bep- 
pu harks back to 1970s Japan—but not in 
a good way. The town is a jumble of ugly 
high-rise hotels masquerading as ryokan, 
or traditional inns, traversed by a multi- 
lane highway lined with gaudy pachinko 
parlors. The hotel room was a nod to re- 
cent Japanese history: frayed tatami mats 
and thinning futon. Were it not for the din 
from the construction site next door, the 
place might have been passable. 

For the uninitiated, a visit to an onsen 
isn’t just about soaking nude in close-to- 
boiling water—though a fair bit of that 
is involved. Rather, it’s a holistic experi- 
ence: comfortable accommodations; fine 
food and hot sake; long, usually communal 
baths; peace and tranquility. At our hotel 
in Beppu, the baths were nothing special. 
The roof-top rotenburo, or open-air bath, 
could fit four naked men at a squeeze, or 
one naked sumo wrestler. That made for 
awkward conversation with fellow bath- 
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ens Mr. Murphy is deputy editor of the REVIEW. 


ers. (“My daughter’s friend’s husband 
is Irish,” said a middle-aged salaryman 
wearing only a tiny white towel atop his 
head, when I told him where I was from.) 
Later, our very own hostess, an endearing 
but overbearing obasan rapidly approach- 
ing 70, pressed us to have dinner—a spread 
of sashimi, miso, tempura and fried fish— 
at the outrageously early hour of 6:30 p.m. 
The food had a distinct industrial je ne sais 
quot. Fed but bored, we ventured out to 
explore Beppu’s nightlife—narrow streets 
packed with sleazy bars, a miniature ver- 
sion of Tokyo’s Kabukicho district. A group 
of scantily clad hostesses with Chinese ac- 
cents pestered male tourists to enter their 
lairs. The entire town of Beppu looked like 
it was suffering from a hangover. Decades 
of exploiting the town’s golden goose—its 
famous onsen—have taken their toll. Like 
a mama-san that has poured one too many 
whiskey sodas, Beppu should probably 
think about closing up shop and retiring. 

But that was yesterday. Now we are in 
“Yutopia”—or rather, Yufuin. The town has 
long had an exclusive image, and these days 
it’s more popular than ever. Where Beppu 
is dasa, or tacky, Yufuin is oshare: the epit- 
ome of style. In Yufuin, there are few high 
rises. Most tourists stay in smaller ryokan 
where the hallmark is quality. Mind you, 
this comes with a price: Some of the fanci- 
er places charge $350 per person per night. 
As soon as we arrive we can feel the differ- 
ence from hellish Beppu. We decide on a 
small, clean tatami room in the Yamaboshi, 
atwo-story hotel. The hotel has a small in- 
door and outdoor bath, and a private bath 
that lovers and families can rent. 

Beppu and Yufuin: The two hot-spring 
resorts are different worlds in terms of 


atmosphere and clientele. But they both 
spring from acommon source: Japan’s rich 
onsen culture. “Onsen offer something 
that many Japanese want: a getaway ina 
natural, Japanese-style setting in which 
they can relax and be themselves,” says 
Eric Talmadge, author of Getting Wet: Ad- 
ventures in the Japanese Bath (Kodansha, 
2006). 

Resorts such as Beppu took off in the 
1970s when domes- 
tic travel boomed. 
They catered 
to large groups, 
mostly employee 
outings. But when 
Japan’s “bubble” 
economy burst in 
the 1990s, firms 
slashed costs—es- 
pecially travel bud- 
gets. The impact on 
towns like Beppu 
was immediate. A similar resort at Atami, 
for example, saw its visitor numbers drop 
by 20% between 1994 and 2004. 

Mr. Talmadge says there’s now a decline 
in mixed-group bathing and a rise in pric- 
ier, private baths for couples. This trend 
reflects a broader social change. “There 
is less of the group-think spirit that fits so 
well with the concept of bathing together 
with strangers,” he explains. “These days 
people tend to want to keep to themselves 
and have more privacy.” There’s also more 
self-consciousness about bathing nude with 
strangers—especially for young women. 

Takahiro Suzuki, a 30-something gov- 
ernment worker from Yokohama, is typical 
of today’s breed of hot-springs fan. “When 
I go to an onsen, I want it to be like my own 
private villa,” he says. “I don’t want some 
obasan coming in and out of my room all 
the time.” Yufuin caters to precisely such 
tastes. It aims for a cozy, intimate experi- 
ence—not Beppu’s conveyor-belt style. In 
Yufuin, more hotels offer Western-style 





Lake Kinrinko in the center of Yufuin offers a cool break from hot springs. 





rooms where guests are not interrupted by 
hotel staff coming in and out to set up or 
remove futons. A small detail, but an im- 
portant one for local visitors in search of 
a discreet getaway. 

We spent days wondering through the 
streets and hills around Yufuin. Trendy, 
young, and overwhelmingly female, it 
brings to mind Tokyo spots such as Omote- 
sando—except with hot water. Fashion- 
able women gather 
at places such as 
the B-speak bak- 
ery, where urban 
chic meets rural 
charm. Throngs 
line up outside the 
store at 9 a.m. for 
the shop’s special- 
ty roll cakes. It’s a 
civilized wait, yet 
a security guard 
stands by—just in 
case the girls get unruly. 

Each corner seems to have an art gal- 
lery or a coffee shop. But eating out can be 
a challenge—most visitors still seem to eat 
in their hotels. The second night we had a 
set menu at Muzika for about $35 per per- 
son. The food was billed as Western but had 
a Japanese touch. As in other Yufuin estab- 
lishments, black wood interiors and smoky 
jazz music were the norm. Cocktails at $9 
a pop at the swish Nicol’s Bar were perhaps 
the best deal of all—just watching the bar 
man prepare a Cuba Libre was worth it. 

Well-fed and pampered, we reluctant- 
ly left Yufuin—our wallets considerably 
lighter. Altogether, our short hot-springs 
escapade probably cost more than the GDP 
of Laos. Another thing: Don’t even think 
of going if your only command of Japa- 
nese is “domo arigato, Mr. Roboto.” That 
may make the onsen less than welcoming 
to foreign tourists. But there’s a silver lin- 
ing: It keeps hot-springing a terribly Jap- 
anese affair. 1 | 
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Getting Busy in the Afterlife 


BEIJING MORNING POST reports that griev- 
ing Chinese are not just burning “Bank of 
Hell” paper money and replicas of hous- 
es and cars for their dead relatives. Even 
when they have gone the way of all flesh, 
ghosts still like to enjoy the pleasures of 
the flesh. So mourners are burning paper 
condoms, Viagra 
pills and dolls of 
bar girls. We don’t 
blame those trying 
to send a little action 
into the afterlife. If 
hungry ghosts are 
bad news, how about 
sexually frustrated 
ghosts? 

Meanwhile, on 
a recent trip to To- 
kyo, TT discovered 
a North Korean va- 
riety of the same wonder drug called 
“Queen’s Appeal.” According to the label, 
the pills will “make you wild in sexual 
life and bring you great energy.” More in- 
formation at http://www.pugangpharma. 
com. 
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Taiwan’s Tea Connoisseurs 


AS A TEA enthusiast, TT has always re- 
garded Taiwan as a favorite destination 
for stocking up on oolong tea leaves, pots 
and other paraphernalia needed to brew 
it. Little did we know that some supposed 
tea enthusiasts are actually chasing less 
refined pleasures. Roland Soong has trans- 
lated an article from Apple Daily Taiwan 
on how pimps and prostitutes advertise 
their services on Internet chat rooms us- 
ing the lingo of the teahouse. The tempera- 
ture of the tea is code for the age of the girl, 


and the exotic “Golden Suma Tea” refers 
to East Europeans. So before you order a 
cuppa in Taipei, make sure the establish- 
ment’s tea is really the liquid variety. 


Why Grow Your Own? 


TIRED OF CULTIVATING your marijuana 
plants under lights in your closet? Well, 
there was good news for you in Sunday’s 
South China Morning Post. A coopera- 
tive for the unemployed, supported by 
the Commission on Poverty led by Fi- 
nancial Secretary Henry Tang, is appar- 
ently helping the poor achieve financial 
independence by growing weed. The re- 
port included a picture of the enterprise, 
captioned, “Workers tend pot plants in a 
social services enterprise in Sha Tin. The 
plants, which are nurtured by workers 
with special needs in greenhouses and 
outdoors, will be sold at CitySuper out- 
lets.” One more reason to love shopping 
at CitySuper! 


Plagiarize This! 


SOUTHERN PEOPLE WEEKLY magazine re- 
cently pirated a March 3 article from The 
Wall Street Journal on the npc and CP- 
PCC meetings. Local media outlets were 
banned from discussing the proposed pri- 
vate-property rights legislation. So slip- 
ping in some foreign coverage in the guise 
of an op-ed served the interests of readers. 
If only proper credit had been given, this 
theft of intellectual property might have 
been—as the Chinese saying goes about 
book thievery—an honorable offense. 


Contributions to Travellers’ Tales can be emailed 
to tales@feer.com. Read more Travellers’ Tales 
online at www.feer.com/tales. 
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The fact is, the vast majority of countries rely on 
the few energy-producing nations that won the 





So if energy independence is an unrealistic goal, how 
does everyone get the fuel they need, Especially in 
a world of rising demand, Supply disruptions, natural 


disasters, and unstable regimes? 
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Peace-of-mind. 








Succeeding in securing energy for everyone doesn't 
have to come at the expense of anyone. Once we all 


Start to think differently about energy, then we can 
truly make this promise a reality. 
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dian state must play a radically 
different role in the formation 
of SEZs, or face more protests 
and violence in the future. 














3 l REPAIRING SEOUL’S 
TATTERED ALLIANCE 
David I. Steinberg, professor and director of 
the Asian Studies Program at Georgetown Uni- 
versity, warns that if the relationship between 
Washington and Seoul is not resuscitated, then 
the future of Northeast Asia could be bleak. 


3 THAILAND’S EXPOSED 
SOUTHERN FLANK 
Simon Montlake, a free-lance 
journalist based in Bangkok, 
revisits the South of Thailand 
and discovers a poisonous at- 
mosphere of hate and distrust, 
and violent sectarian strife. 


EAST TIMOR’S 
SMEERFEGT ELECTION 
Jill Jolliffe, a free-lance jour- 
nalist based in Darwin, analyzes 
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the elections in poverty-strick- 
en East Timor and finds an in- 
creasingly restless electorate 
eager for change. 





A VICTIM OF BURMA’S 
BONEHEADED RULERS 
Justin Wintle, author and jour- 
nalist based in London, meets 
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an unlikely victim of Burma’s 
regime—a former military in- 
telligence officer—who yearns 
for safety and freedom. 


JAPAN EMERGES FROM 
Its TRADE SHELL 
Akihiko Tamura, on leave from 
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Japan’s Ministry of Economy, 
Trade and Industry, peers into 
Tokyo’s plan for Asian integra- 
tion and discovers an increas- 
ingly “extroverted” Japan. 








| CONTENTS | 


A REVIEW FOCUS ON 
DEMOGRAPHICS 


Yoshinori Ohno, member of | 
Japan’s House of Represen- | 
tatives, presents his analysis 
of why Japan’s population is 
shrinking and solutions for 
how to cope. PAGE 50 





d: 


Aree 


Mukul G. Asher, professor of 
public policy at the National 
University of Singapore, ana- | 
lyzes India’s New Pension Sys- | 
tem, which could be a model | 
for Asia to follow. PAGE 54 | 





Cai Fang, director of the Insti- | 
tute of Population and Labor | 
Economics at Cass, discusses | 
the implications of China’s ag- | 
ing population and looming | 
pension crisis. PAGE 58 





REVIEWS: 

Hugo Restall on a critical analysis of U.S. Chi- 
na policy. PAGE 62 $ Sadanand Dhume on a 
discussion of moderate Muslims. PAGE 64 e 
Gordon G. Chang on a handbook for doing 
business in China. PAGE 66 è Michael Judge on 
classical Japanese ghost tales. PAGE 68 è Rick 
Carew on a textbook of China’s economic de- 
velopment. PAGE 71 e Michael Grosberg on a 
history of Burma. PAGE 72 è Robert A. Kapp 
on essays by China scholars. PAGE 74 


JAUNT THROUGH ASIA: 

Jennifer Gampell, a Bangkok- 
based free-lance writer, looks 
at how times have changed for 
Thailand’s world of contempo- 
rary art and culture since the 
Sept. 19 coup. PAGE 77 





FAR EASTERN 
ECONOMIC 





REVIEW |e 


FOUNDED 1946 
MAY 2007 VOLUME 170, NUMBER 4 


Se 


Hugo Restall Editor 
Colum Murphy Deputy Editor 
Leslie Hook Editorial Assistant 
Florence Lau Administrative Assistant 


So“ ™ 


Published ten times a year, on the first Friday 
of every month except February and August. 
Subscription rate: US$100 for one year 


Corbnnr~e™ 


© Review Publishing Company Limited, 
Hong Kong, 2007 
A wholly owned subsidiary of Dow Jones 


oy 


Visit our Web site at www.feer.com 


~S——— 


Editorial offices: 

25/F Central Plaza, 18 Harbour Road, 

Wanchai, Hong Kong 
Postal address: GPO Box 160, Hong Kong 
Editorial telephones: (852) 2573-7121 
Subscription customer service: (852) 2831-6474, 
fax: (852) 2503-1549, Email: service@feer.com 
Advertising inquiries: adservices@feer.com 
Printed in Hong Kong by Paramount Printing Co. 
Icon illustrations: Steven Salerno 
Cover illustration: Harry Harrison 

Layout by Ruth Abella 


PUBLISHER: Review Publishing Company Ltd. 
CURRENCY NOTE: All currency references in the 
REVIEW are to U.S. dollars unless otherwise 
indicated. ARTICLE SUBMISSION GUIDELINES: 
All articles submitted to the 
FAR EASTERN ECONOMIC REVIEW must be 
exclusive to the REVIEW. We prefer that the 
submission be between 2,000 and 5,000 words, 
with a cover letter giving a brief summary of 
your article along with the author’s fax number, 
day and evening phone numbers, mailing address 
and email addresses. All articles should be 
sent by email to hugo.restall@feer.com. 


D 


sone EDITOR 








AST MONTH’S ESSAY by Carsten Holz “Have China Scholars 
L All Been Bought?” touched off a fierce debate within the global 
Sinologist community. And it’s not hard to see why. Clearly a 
few people have guilty consciences. 

The phenomenon Mr. Holz described, academics pulling their punch- 
es in order to maintain their access to the country, is hardly unique. 
Among diplomats and businesspeople it is sometimes known as “clien- 
titis”—the natural tendency to identify with one’s interlocutors, even 
when the assignment is to look after one’s own institution’s interests. 
The difference is that Beijing has honed its techniques for dealing with 
outsiders over millennia, dribbling out favors and administering pun- 
ishments in order to condition responses a la Pavlov. 

The controversy ties in with the publication of a new book by James 
Mann, The China Fantasy, reviewed in this issue. In it he examines the 
reluctance of the China policy makers in Washington to talk about the 
elephant in the room, the fact that decades of engagement have failed 
to soften Beijing’s authoritarian rule. Personal, professional and busi- 
ness interests all feed into a compulsion not to rock the boat of bilateral 
relations, even when glaring abuses are committed. 

Unfortunately, the West now needs to face the possibility that it has 
welcomed a Trojan Horse into the international system, It’s not just that 
Beijing is proferring a false model to the developing world of how to 
get rich without embracing liberal ideals. It is also aiding and abetting A 
rogue regimes, and proliferating dangerous weapons technology. And 
within Asia, value-free diplomacy combined with a fast-growing econo- 
my, modernizing military, and a demoralized and distracted U.S. create 
the perfect conditions for a rapid expansion of Chinese influence. 

As Mr. Mann himself says, it would be wonderful if this is all proven 
wrong. Actually I am optimistic that economic growth will eventu- 
ally lead to political reform. But the region has to be prepared for the 
possibility that this could take decades, and the path could be bumpy. 

As Akihiko Tamura writes in this issue, Japan needs to show greater 
leadership by opening its markets to its neighbors. And David Steinberg 
points the way to repairing the U.S.-South Korea alliance. 

On a lighter note, this July we will publish our third annual summer 
reading list. In the first two years we highlighted travel books and mur- 
der mysteries; this year the theme is Asian food. So if you have a favorite 
guide to the region’s cuisine, please send a message to letters@feer.com, ii 
and we may include your pick as well as your comments. 
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China Scholars’ True Calling 


AS AN AMERICAN English professor in 
Taiwan who examines mainland edu- 
cation issues, I found much with which 
to agree in the arguments presented by 
Carsten Holz (“Have China Scholars Been 
Bought?” April 2007) about de facto West- 
ern academic collaboration with the Chi- 
nese Communist Party. His remarks could 
equally apply to many businessmen, and, 
although one wishes otherwise, elements 
in the U.S. State Department. 

In my own reviews of academic studies 
on Chinese education, I have always ex- 
pressed skepticism of the more sanguine 
descriptions of its development since 1978 
and have not hesitated to convey my own 
view of its actual character. It’s high time 
that more academics used their research 
and writing skills to document the true 
nature of China’s regime and population, 
even if it involves professional risk. The fact 
that no Chinese government in history was 
ever able to tolerate intelligent criticism is 
the very reason why anyone in a profession 
dependent on freedom of enquiry and inde- 
pendent thinking should not walk hand in 
hand with one. 

Academics and others who go along with 
Beijing—even outwardly—are really work- 
ing against their own long-term interests. 

H. Swindall 
Taichung, Taiwan 





THE FAR EASTERN ECONOMIC REVIEW wel- 
comes letters to the editor sent via fax to (852) 
2503-1530, by email to letters@feer.com or by 
post to GPO Box 160, Hong Kong. Submissions 
must include the author’s full name, address and 
daytime contact numbers. The REVIEW reserves 
the right to edit letters for length and clarity. 


Go Forth and Crossfertilize! 


AS A CHINA scholar myself, I find Carsten 
Holz’s article interesting but inaccurate. 
While I agree that some China scholars 
have received harsh and unfair treatment 
for speaking against the Chinese author- 
ity, I disagree with Mr. Holz’s blanket al- 
legation that all scholarly research and 
teaching about China lacks integrity. 

Mr. Holz provides numerous examples 
that the Chinese Communist Party’s criti- 
cal role has often been left out in analyses, 
such as its involvement in enterprise man- 
agement, formulation of monetary policy 
and day-to-day functions of the govern- 
ment. For all the instances that were cited 
I can think of examples where the pendu- 
lum has swung the other way. 

Some researchers have focused exclu- 
sively on the role of elite politics in policy 
formulation and implementation, credit- 
ing outcome almost exclusively to decisions 
made by elite politicians, and deemphasiz- 
ing the functions of institutions and bu- 
reaucrats. There are tons of “third-grade” 
semiacademic newsletters and journals out 
there that point the finger at the ccr for all 
the woes in China today. In all likelihood, 
the truth lies somewhere in between the 
two extremes. It is neither black nor white, 
but shades of gray that most accurately por- 
tray the reality. 

Like the ccp cadres, scholars are also 
motivated by incentives—driven by what 
would help them climb the academic lad- 
der, namely the number of published ar- 
ticles. Hence, the solution to the problem 
that Mr. Holz has described is to correct 
the existing incentive in the academic in- 
dustry—the editors and readers of jour- 
nals need to discern those who ask good 
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questions and provide genuine evidence 
from those who pay lip service to the Par- 
ty. Unfortunately, the current “China fe- 
ver” in commerce has spread to academia: 
The proliferation of China-study journals 
in the last 10 years does not help with re- 
warding those academics who ask the 
right questions. 

Greater crossfertilization of ideas be- 
tween various disciplines could also help 
solve some of the problems that Mr. Holz 
poses. Among the social scientists, the 
work of the economists is at the forefront 
simply because it has more policy implica- 
tions. Meanwhile, it is the political scien- 
tists who study the Party and its influence 
on politics and government policies. But, 
political scientists have relatively little in- 
fluence on policy outcome or the media. 
If only China scholars read more of each 
other’s work across disciplines, we can 
all be asking better questions and writing 
more quality textbooks about the Imperial 
Kingdom! 

Lynette Ong 
Canberra, Australia 


It Ain’t Easy Being Sustainable 


A COMMENTARY LAST month discusses 
our involvement in a rural village proj- 
ect in China (“A Sino-U.S. Sustainability 
Sham,” April 2007). While the author of- 
fered numerous critiques, we want to en- 
sure that readers understand the goals of 
the project, which are to foster and build 
capacity for sustainable practices in a ru- 
ral Chinese environment. 

The China-U.S. Center for Sustainable 
Development was asked in 2004 by the 
Chinese government and the residents of 
Huangbaiyu to help find alternatives to 
the ecological degradation resulting from 
current practices in the village. Growing 
out of that request is a series of projects 
and experiments designed to help villag- 
ers move from near subsistence farming 
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to better lives. Project partners—includ- 
ing entrepreneurs in the village, the local 
government, NGOs and multinational busi- 
nesses—are constructing energy-efficient 
housing, funding trials of new crops, edu- 
cating villagers on sustainable practices 
and researching business enterprises that 
fit local conditions. Teams from China’s 
top universities, local entrepreneurs, busi- 
ness experts and environmental agencies 
are working side-by-side to assess each 
activity, gain more know-how and share 
lessons learned. The project is still in its 
early phase and is full of challenges. Of 
course, if goals like those which we have 
embraced were easy to achieve, the world 
would already be full of sustainable rural 
communities. 

We appreciate your magazine bringing 
to light the humble efforts being made in 
Huangbaiyu. We believe the world needs 
more efforts like this. 

Rick Schulberg 

Executive Director 

U.S. Secretariat, China-U.S. Center for 
Sustainable Development 


Foreign Retailers in Thailand 


THANK YOU FOR the REVIEW’s article in 
the March 2007 issue titled “Thailand’s 
Cracked Path to Democracy.” The Royal 
Thai Consulate-General wishes to clarify 
paragraph nine on page 25 in the article 
titled “Giving Farang the Cold Shoulder,” 
which pertains to changes to the 1999 For- 
eign Business Act where Sinfah Sarawuth 
wrote “But in the third list, foreigners will 
now be prohibited from operating any re- 
tail or wholesale businesses.” Mr. Sinfah 
singled out this business as “prohibited” 
under the third list but later explained in 
paragraph 13 on page 26 that after obtain- 
ing a permit, businesses under the third 
list could continue as long as they want. 
It would be inaccurate to say that foreign- 
ers/foreign companies are prohibited from 
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operating businesses under the third list. 
Under the current regime, they can own up 
to 49.99% of the shares in such businesses. 
In case they wish to have majority owner- 
ship, permission is required, i.e., they must 
be granted a license by the Department of 
Business Development, Ministry of Com- 
merce. With the proposed amendments to 
the act, for companies already established 
in Thailand including those in retailing and 
wholesale trade, if they are designated as 
“foreigner” as a result of the amendment, 
they will be required to report to the De- 
partment of Business Development in order 
to obtain a certificate which would allow 
them to continue indefinitely the operation 
their existing business. 
Vichai Varasirikul 
Consul General 
Royal Thai Consulate, Hong Kong 


Uighur Nonsense 


WHAT REBIYA KADEER told Paulette Chu 
Miniter in an interview was sheer non- 
sense (“Taking a Stand for China’s Ui- 
ghurs,” March 2007), and her purpose 
was to tarnish China’s image. Ms. Kadeer 
committed criminal activities in China 
and was sentenced to prison. The verdict 
on her tallies fully with the law. Out of hu- 
manitarian concern, China’s judicial sys- 
tem released her on medical parole. But 
she has broken her promise and has been 
engaged in anti-China activities, includ- 
ing fabricating rumors against the Chinese 
government. 

Since the Western Han Dynasty (206 
B.C.-24 A.D.), Xinjiang has been an in- 
separable part of the united multieth- 
nic Chinese nation. There are 47 ethnic 
groups living in Xinjiang, mainly the Ui- 
ghurs, Hans, Kazaks, Huis, Mongolians, 
Kirgis, Xibes, Tajiks and Ozbeks. Because 
there are so many ethnic minorities liv- 
ing in compact communities, the Chinese 
government has pursued a policy called 


regional autonomy for ethnic minorities, 
under which the Xinjiang Uygur Autono- 
mous Region and five ethnic autonomous 
prefectures and six autonomous counties 
were established. The policy has ensured 
the equal status and equal rights political- 
ly, and has made it possible for all ethnic 
minorities to take an active part in China’s 
political activities. 

Before the founding of the People’s Re- 
public of China, the economy of Xinjiang 
was basically primitive, with farming and 
livestock breeding as the mainstay. Since 
the Xinjiang Uygur Autonomous Region 
was established in 1955, Xinjiang’s econo- 
my and social undertakings have advanced 
by leaps and bounds. Its cpp in 2005 was 
about 57 times that of 1955. With the prog- 
ress in economy and various social under- 
takings, the living standard of the people of 
all ethnic groups in Xinjiang has been im- 
proving year by year. 

As Xinjiang is located in China’s north- 
west border region, with harsh natural con- 
ditions and a weak economic foundation, it 
is still faced with many difficulties in de- 
veloping its public undertakings. Improv- 
ing the living standard of the people of all 
ethnic groups remains an arduous task. 
In 1999, the Chinese government made an 
important decision to implement the great 
western development strategy, which pro- 
vided a rare historical opportunity for Xin- 
jiang’s development. By 2010, Xinjiang’s 
GDP should at least double that of 2000, and 
the people will be much better off. 

The prospects for Xinjiang’s economic 
and social development are bright. With the 
support of the central government and oth- 
er provinces, autonomous regions and mu- 
nicipalities, the people of all ethnic groups 
in Xinjiang will work hard to build their au- 
tonomous region into an even more beauti- 
ful and prosperous place. 

Chu Maoming 
Chinese Embassy 
Washington, D.C. 
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China’s Bid for 
Asian Hegemony 


by Hugo Restall 





HE LAST TIME China 
sought to re-establish its 
primacy in Asia, things did 
not end well. As journalist 
Keyes Beech described it 
in his 1971 book Not Without the Ameri- 
cans, “Like a man trying to fly without 
visible means of support, China launched 
itself onto the Asian and world scene with 
grandiose objectives that totally disre- 
garded the realities of world power. The 
result was easily predictable: Peking fell 
flat on its face.” 

By trying to sow his revolutionary ide- 
ology across the Third World, Mao Tse- 
tung ended up driving much of Asia into 
Washington’s orbit. The worst debacle was 
the bloody Indonesian coup of 1965 after 
Beijing’s tried to foster the local Commu- 
nist Party; in the aftermath hundreds of 
thousands of ethnic Chinese and suspect- 
ed communists were slaughtered. Soon af- 
ter, the Association of Southeast Asian 
Nations was formed with Indonesia at its 
core in order to resist Chinese influence, 
laying the groundwork for the Pax Ameri- 
cana that has made possible four decades 
of striking progress toward prosperity. 





Now China is ready to try again. But 
this time the roles are somewhat reversed: 
The U.S. is perceived as the pushy, intru- 
sive troublemaker in the region, making 
demands on arange of issue from human 
rights to intellectual property to the en- 
vironment. Meanwhile Beijing is refrain- 
ing from pushing ideology on its 
neighbors. Rather it is pledging pragmat- 
ic partnerships for mutual benefit while 
rebuilding its traditional prestige as the 
Middle Kingdom and capitalizing on the 
natural desire among Asians for self-reli- 
ance and freedom from outside interfer- 
ence. With the U.S. paying scant attention 
to the region and growing increasingly 
demoralized by its adventure in Iraq, the 
timing is perfect. This time China has 
earned its wings and has favorable 
winds. 


Hard Power 


It might seem contradictory, but mili- 
tary might will play a prime role in this 
diplomatic effort. The People’s Liberation 
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Army, long shrouded in secrecy, is start- 
ing to come out from under wraps. In Jan- 
uary, China successfully tested an 
antisatellite kill vehicle on one of its own 
weather satellites. Then in early March, 
the State Council announced an 18% in- 
crease in the official military budget, the 
largest rise in five years. The local media 
are splashing pictures and details of the 
new, domestically developed Jian-10 
fighter aircraft. And naval leaders are in- 
creasingly forthright about their plans to 
develop a blue-water navy, including air- 
craft carriers. 

All this hardly means that Beijing is 
adopting a policy of transparency about 
its military decision-making, which re- 
mains largely opaque. For instance, the 
true size of the military budget is proba- 
bly more than double the official figure of 
$45 billion. But these glimpses of a more 
capable PLA do suggest an evolving ap- 
proach to foreign policy. 

The question is who the buildup is 
aimed at. The traditional answer would 
have been Taiwan. And its true that bal- 
listic missiles, air superiority fighters and 
landing craft are designed to make Taipei 
step back from the brink of de jure inde- 
pendence. The navy’s stealthy attack sub- 
marines and missile destroyers would 
make the U.S. think twice about sending 
its aircraft carriers into the fray in the 
event of an attack. Some analysts are fix- 
ated on the balance across the Taiwan 
Strait, predicting that the PLA will deci- 
sively outclass the island’s defenders by 
2010. 

However, it’s worth asking whether 
this balance will change so significantly. 
The mainland already has the power to 
wreck Taiwan’s economy with missile at- 
tacks and a naval blockade. But the diffi- 
culties of conducting an amphibious 
landing across a 180-kilometer strait 
make a full-scale invasion extremely per- 
ilous, even with superior weapons and 


numbers. And in any case, the risk of con- 
flict has been declining since 2003, as 
President Chen Shui-bian’s political woes 
have worsened and deepening economic 
ties between the two sides have sapped 
the support of pro-independence forces. 

The true value of China’s expanding 
navy and air force will be to project pow- 
er and build national prestige elsewhere 
in the region. The PLA does not have to 
be able to take on the U.S. directly in a 
fight in order to be effective in this mis- 
sion. Indeed, its ability to project force far 
afield will remain limited for some time, 
and it is highly dependent on Russia as a 
supplier of sophisticated arms. But by 
fielding capabilities beyond the reach of 
its smaller neighbors in Southeast Asia, 
China will be able to play a similar kind 
of role to the U.S. as a security partner, 
laying the foundation for its eventual as- 
sumption of the American role of guaran- 
tor of the peace. 

Thus in the coming years we should 
expect to see China seeking to expand 
ship visits and joint exercises in order to 
strengthen military to military ties. Para- 
doxically, the existence of territorial dis- 
putes over islands in the South China Sea 
may facilitate this process, since engage- 
ment would hold out the tempting possi- 
bility of a compromise settlement of the 
rival claims. 


Soft Power 


At the same time, Beijing has discov- 
ered the virtues of using a range of other 
enticements to increase its standing with- 
in the region. Under Deng Xiaoping and 
Jiang Zemin, China’s foreign policy ethos 
was to hold back and never take the lead. 
Today the government of Hu Jintao is us- 
ing the full panoply of foreign aid, trade 
concessions, foreign direct investment, 
cultural exchanges and peacekeeping to 
foster a more benign public image. 


China’s Bid for Asian Hegemony ll 


In his newly released book Charm Of- 
fensive, Joshua Kurlantzick of the Carn- 
egie Endowment for Peace traces this 
back to the aftermath of the 1997 Asian 
financial crisis, when China received 
credit for holding the value of the yuan 
steady and so not contributing to the 
downward spiral of competitive devalua- 
tions. 

A mere five years ago, China’s eco- 
nomic growth was viewed with trepida- 
tion in other Asian capitals. The fear was 
that the mainland economy would suck 
investment and jobs away. Instead the op- 
posite has happened. China has become 
an engine for growth for the whole re- 
gion. In large part this has been as a buy- 
er of natural resources. But as supply 
chains have become more complex, com- 
panies ship parts produced elsewhere in 
Asia to China for assembly before the fin- 
ished products go to the consumer, thus 
increasing efficiency and enmeshing the 
regional economies. 

Meanwhile, Asean has gone from be- 
ing the anti-China club to China’s partner 
in trade. Beijing has offered the grouping 
preferential trading sta- 
tus, engaging it more 
closely than the U.S. as 
Washington’s attention 
has been diverted else- 
where. 

Of course, many in Asia are 
still wary of Beijing’s intentions, 
and with good reason. Its support for 
repressive regimes in North Korea, 
Burma and Cambodia increases the 
risk of instability and conflict. As Wil- 
ly Wo-lap Lam noted recently, often Chi- 
na’s actions appear schizophrenic as it 
pursues contradictory policies. Mao 
called this “walking on two legs,” 
the theory being that one can 
get to the destination faster us- 
ing two different approaches at 
the same time. 
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However, while this might have 
worked when China was a relatively mi- 
nor player on the world stage, the role of 
a great power brings with it the expecta- 
tion of responsible behavior. It remains to 
be seen whether Beijing has absorbed this 
lesson. The recent personnel changes 
suggest that is has. Outgoing Foreign 
Minister Li Zhaoxing, known for his 
abrasive style, was abruptly replaced by 
Yang Jiechi. High profile visits by Party 
Secretary Hu Jintao and Premier Wen Ji- 
abao to Australia and Japan respectively 
showed an unprecedented level of dip- 
lomatic flair and generated unexpected 
good will. 

Nevertheless, a higher profile inevita- 
bly brings with it friictions. Already Chi- 
nese workers have become a target in 
Africa because of the perception that 
mainland companies are exploiting natu- 
ral resources without giving back enough 
to the local community. Should China be- 
gin to throw its weight around in the re- 
gion, the same resentments felt toward 
the American superpower would begin to 
attach itself to the Chinese newcomers. 
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Political Will 


A recent bipartisan panel convened by 
the U.S. Council on Foreign Relations 
concluded that the PLA remains far be- 
hind the U.S. military in its capabilities, 
with “no evidence to support the notion 
that China will become a peer competitor 
of the United States” by 2030. However, 
it would be a mistake for American plan- 
ners to derive much comfort from this. 

Equally important as capabilities is 
the political will to use them. Fears about 
the U.S. commitment to the region are 
deep-seated, and have only intensified 
since the Iraq War. The election of a Dem- 
ocratic Congress seems to reflect the 
American public’s desire to withdraw 
from the conflict at almost any cost. 

The difficulties of resolving nuclear 
disputes in Iran and North Korea gives 
Beijing yet more bargaining power. Wash- 
ington’s traditional ally South Korea has 
already drawn closer to China through 
the process of the Six Party Talks. In or- 
der to gain leverage over these rogue re- 
gimes, the U.S. may have to acquiesce to 
a greater Chinese role in East Asia. 

Another side effect of the political 
shift in the U.S. may be a turn toward pro- 
tectionism. Through the end of the Bush 
administration punitive tariffs remain 
unlikely. But a Democratic administra- 
tion might be unwilling or unable to hold 
back congressional pressure to “protect” 
American jobs from Chinese “currency 
manipulation.” This would have a nega- 
tive effect not only on China itself, but 
also on the rest of Asia. The effect could 
be to drive Asian nations together to pro- 
mote intra-regional trade. 

The U.S. seems to be complacent about 
Ching’s diplomatic prospects, assuming 
that its rising defense spending will 
frighten the rest of Asia. Hence the con- 
tinuous questioning of why China needs 
to continue to build up its military when 
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it faces no threat? In March, the White 
House spokesman condemned the 18% in- 
crease as “inconsistent with China’s pol- 
icy of peaceful development.” 

However, within Asia the reaction has 
been more muted, suggested it is not so 
clear-cut. There is no longer a direct link 
between military spending and fear of 
Chinese intervention. The emphasis has 
shifted to what China and the U.S. can of- 
fer, and Washington can no longer as- 
sume that it will always be the preferred 
partner. 


Offshore Balancer 


Provided China continues to play its 
cards right, the U.S. will have to adapt to 
a new role in Asia. While the alliances 
with Japan and Australia will likely re- 
main strong, it will find itself being held 
at arms length among the smaller coun- 
tries that have to make their peace with 
China. They will seek to play the two off 
against each other in order to secure ben- 
efits, but increasingly they will have clos- 
er relations with Beijing. They will still 
appreciate having some U.S. presence in 
the region in order to prevent China from 
becoming too powerful, but they will con- 
tribute less and less to that partnership. 

The best case scenario may be that Chi- 
na’s resumption of its dominant role coin- 
cides with its evolution into a responsible 
great power. In that case, the U.S. still 
wouldn’t be going home, and it might main- 
tain an adversarial relationship with the 
PLA. But ultimately it would revert to a bal- 
ancing role in Asia, preventing either China 
or Japan from gaining preeminent power. 

At the end of Not Without the Ameri- 
cans, Keyes Beech reflected on weaken- 
ing American resolve to remain engaged 
in Asia as the Vietnam War wound down. 
President Richard Nixon had articulated 
his Guam doctrine, which essentially said 
that the U.S. wouldn’t do the fighting for 
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its friends anymore. Although assailed by enough for Asia. It was time Asians did 
self-doubt and virulent anti-American- more for themselves. The historians will 
ism through the region, the U.S. could be have to decide whether Asia was a better 
proud that it had achieved of its aim of place for our having been there. I like to 
preserving freedom: “We had done think that it was.” = 
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Can Citizens Vitalize 
China’s Constitution? 


by Keith Hand 





VER THE PAST year, senior 
Chinese leaders have pub- 
lished speeches that were 
widely interpreted as sig- 
nals that the Communist 
Party intends to tighten its grip on legal 
reform. Indeed, in the run-up to the 17th 
Party Congress scheduled for October 
2007, the Party has targeted legal institu- 
tions with a “socialist rule of law” rectifi- 
cation campaign, a number of rights 
defense lawyers have been imprisoned, 
and controls over mass media appear to 
have grown stronger. These trends are 
cause for concern. But they may also lead 
to erroneous conclusions about China’s 
constitutional development. Behind this 
repressive facade, citizens and the govern- 
ment are engaged in struggles—in many 
cases over rights to material resources—in 
which both sides are relying on the law to 
secure public support. 

In the course of these struggles, citi- 
zens are shaping government action with 
legal and constitutional arguments and 
strengthening expectations that state ac- 
tion must have a legal and constitutional 
basis. Three recent citizen legal claims— 





two involving tax and compensation is- 
sues, and a third involving the well-known 
constitutional challenge to the Property- 
Rights Law—illustrate this dynamic. The 
subtle shifts these cases highlight are no 
assurance of future progress on constitu- 
tional enforcement. But they demonstrate 
ways in which citizen legal activism is ad- 
vancing China’s constitutional develop- 
ment, and are worthy of attention. 


Drivers of China, Unite! 


THE FIRST CASE involves a citizen chal- 
lenge to an annual road-maintenance fee 
assessed on car owners. In July 2006, the 
fee began to attract public scrutiny after 
Chinese media reported that a car owner 
who failed to pay the fee had been charged 
780,000 yuan ($101,220) in back fees and 
penalties. Soon afterward, lawyers uncov- 
ered an apparent conflict between admin- 
istrative regulations that authorize the 
fee, and two national laws: the Highway 
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Law and the Legislation Law. 

In mid-October, one of the lawyers sent 
a proposal to the National People’s Con- 
gress Standing Committee (NPcsc) chal- 
lenging the legality of the national 
administrative regulations authorizing the 
road fee. After the Transportation Ministry 
declared it would continue to collect the 
fees in 2007, another lawyer submitted a 
broader proposal to the npcsc challenging 
the road fee. Both lawyers engaged Chinese 
domestic media, which reported actively on 
the issue. As the controversy brewed, other 
car owners filed lawsuits or withheld fee- 
payment. These developments created sig- 
nificant pressure on the Transportation 
Ministry and its local bureaus. 

In China, the NPCSC, not the judiciary, 
has the power to invalidate regulations that 
contradict the Constitution and national 
law. As such, the lawyers in this case raised 
their legal challenges under Article 90(2) 
of China’s 2000 Legislation Law. This pro- 
vision provides citizens the right to submit 
proposals to the npcsc for review of admin- 
istrative regulations or local laws they be- 
lieve conflict with national law or the 
Constitution. (Subsequent provisions ex- 
tend the right to include proposals chal- 
lenging Supreme People’s Court judicial 
interpretations). People’s courts do not 
have the power to invalidate unlawful ad- 
ministrative regulations, and in the past 
have avoided citing constitutional provi- 
sions in court cases (indeed, some Chinese 
experts assert that internal directives pro- 
hibit courts from doing so). 

Thus, while NPCSC review of citizen pro- 
posals is discretionary and the scope of 
such proposals is limited, the establishment 
of the proposal right was a step forward for 
China’s constitutional development. The 
Legislation Law provided the first concrete 
legal mechanism through which citizens 
could advance constitutional claims. Citi- 
zens have made active use of the mecha- 
nism, submitting at least 37 requests since 


2000 for NPCSC review on a wide range of 
issues. 

As public controversy over the road fee 
mounted, the government responded. In 
late November, Xinhua News Agency pub- 
lished an interview with NPcsc and State 
Council legal officials. In this interview, the 
officials confirmed that they had received 
several citizen proposals and reviewed 
them in accordance with legal procedures. 
They then offered a legal justification for 
continuing to assess the fee. 

Although the interview did not consti- 
tute a formal legal ruling on the citizen pro- 
posals, it was nonetheless a notable 
development. The road fee case marked the 
first time that the npcsc had publicly an- 
swered and addressed the legal arguments 
in a citizen proposal submitted under the 
Legislation Law. Moreover, while the road 
fee was upheld, the public controversy re- 
newed efforts to replace the fee with a fuel 
surcharge. Because a fuel surcharge would 
be lawful under the amended Highway 
Law, this change would address one of the 
key legal arguments advanced in the citizen 
proposals. 


Different Prices for a Life 


THE SECOND CASE emerged in 2006, when 
three students died in a traffic accident in 
Chongqing. Pursuant to a 2003 Supreme 
People’s Court legal interpretation, many 
local courts in China determine compensa- 
tion in part on the basis of whether such 
accident victims hold an urban or rural res- 
idence registration. Relying on this stan- 
dard, the responsible party provided the 
families of two Chongging students more 
than twice the compensation it agreed to 
provide the family of a third student, who 
held arural residence registration. Domes- 
tic media reported widely on the case, pub- 
lic controversy over the unjust compensation 
disparity, and related calls for amendment 
of the spc interpretation. 
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Publicity over the issue prompted law- 
yers in Sichuan province and Beijing to sub- 
mit three separate proposals to the NPCSC 
challenging the constitutionality of the SPC 
interpretation. These proposals cited Ar- 
ticle 33 of the Constitution, which provides 
that Chinese citizens are equal before the 
law, and argued that the compensation 
standard results in unjust discrimination 
against rural residents. These lawyers took 
advantage of favorable political conditions. 
At the time, senior leaders had been active- 
ly promoting new policies designed to nar- 
row China’s urban-rural income gap. The 
citizen constitutional arguments were re- 
ported widely in the domestic media. 

In the wake of these proposals, both lo- 
cal and national authorities announced le- 
gal reforms related to the compensation 
standard. In 2006, local governments in 
frve provinces and cities adopted reforms to 
bring compensation for certain migrants 
into line with that for urban residents. The 
spc also began accepting public suggestions 
on revision of its interpretation. 

In January 2007, another citizen pro- 
posal challenging the constitutionality of 
the interpretation was submitted, and in 
March 2007, nrc delegates introduced mo- 
tions calling on the src to equalize the stan- 
dard. Shortly afterward, spc Chief Justice 
Xiao Yang announced that the interpreta- 
tion would be revised after the close of the 
NPC session. Although Justice Xiao did not 
directly acknowledge the citizen constitu- 
tional proposals, Xinhua reports on the an- 
nouncement noted vigorous debate and 
extensive “discussions” with legal experts 
and the public. The controversy provides a 
second recent example of a citizen propos- 
al that influenced government policy and 
reinforced constitutional norms. 


Property-Rights Law 


THE THIRD CASE was the constitutional 
challenge to the passage of the Property- 


Rights Law. Originally scheduled for 
March 2006, the passage of the law was 
delayed after Peking University law pro- 
fessor Gong Xiantian issued an open letter 
arguing that the draft law violated Article 
12 of the Constitution (which declares that 
state property is inviolable) and basic prin- 
ciples of socialism. This appeal, which was 
published on the Internet, ignited consid- 
erable controversy. In late 2006, Prof. 
Gong issued a second letter, this one signed 


by hundreds of scholars and former offi- . 


cials, again attacking the draft law. Both 
letters attracted significant attention in 
Chinese and foreign media. 

As the npcsc prepared to deliberate on 
a revised draft late in 2006, the Chinese 
government launched an extensive cam- 


paign to defend the draft law and its consti- : 


tutionality. Xinhua and other state-run 
media published detailed explanations of 


the law and legislative process. Such re- 


ports also noted that the npcsc had revised 


the draft to give greater prominence to « 


state ownership and protect against fraud- 
ulent sales of state assets (two of Prof. 
Gong’s key complaints). 

In December 2006, the Necsc approved 
the Property-Rights Law for consideration 
by the full nrc. At that time, Npcsc Chair- 
man Wu Bangguo issued a public state- 
ment confirming the constitutionality of 
the law. Senior npcsc staff members also 
held a press conference on the same topic. 
State-run media published scholarly de- 
fenses of the law’s constitutionality, and 
related Web pages that included Prof. 
Gong’s first letter. 

This campaign represented an unusu- 
ally vigorous if not unprecedented official 
defense of the constitutionality of a nation- 
al law. Similar to the government response 
to legal arguments raised in the road fee 
case, this defense was notable for the de- 
gree to which it directly engaged Prof. 
Gong’s constitutional arguments in the 
public sphere. Although Prof. Gong’s mo- 
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As Chinese citizens, pictured above at a property fair in Dalian, rush 
to buy property, issues of property rights have become more urgent. 


tives might be distinguished from those of 
the activists described above, the constitu- 
tional precedent set in the case is no less 
significant. By moving aggressively to ad- 
dress Prof. Gong’s constitutional challenge, 
the government publicly reinforced the 
concept that legislative acts must have a 
constitutional basis. 


Signs of Reform? 


TOGETHER, THESE EVENTS signal small 
but significant steps in China’s constitu- 
tional development. Prior to the fall of 
2006, the Npcsc had not issued a direct 
public response to any citizen proposals 
filed under Article 90(2) of the Legislation 
Law. These three cases represent the most 
direct and public government responses to 
such claims to date. The fact that China’s 
authoritarian government feels compelled 
to respond to these citizen legal and con- 
stitutional arguments publicly, rather than 
merely ignore or suppress them, is notable. 
Such responses are a sign that constitu- 
tional rhetoric is gaining influence in the 
realm of public opinion and conditioning 
state action in subtle ways. 

These precedents are in turn gradually 
expanding space for citizen constitutional 
activism. All are official declarations legit- 
imizing the concept that legislative acts 
must comply with national law and the 
Constitution. All acknowledge, directly or 
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indirectly, the right of citizens to call legal 
provisions into question on constitutional 
grounds. Moreover, each of these cases re- 
inforces patterns of government-citizen in- 
teraction on constitutional issues and builds 
public expectations for government re- 
sponsiveness to future appeals. Citizen de- 
mands to address pervasive discrimination 
against Hepatitis B carriers, and constitu- 
tional challenges to rules that set different 
retirement ages for men and women, are 
present controversies that may further ad- 
vance such concepts. 

Finally, the three cases suggest that dis- 
putes over economic interests are promis- 
ing catalysts for constitutional development. 
This is not surprising. Economic rights 
provide a relatively safe zone for citizen 
constitutional activism. The leadership has 
promoted economic rights, and citizens 
can raise claims related to such rights 
without directly threatening the Party’s 
monopoly on power or the principal pillars 
of its control (as, for example, an appeal to 
enforce the free speech or assembly provi- 
sions of the Chinese Constitution would). 
Because economic rights are generally less 
sensitive than political rights, domestic 
media have more leeway to report on re- 
lated legal disputes. The average citizen 
may be inclined to dismiss a constitutional 
challenge to China’s criminal provisions on 
subversion as unrealistic or of practical ir- 
relevance to their daily lives. By contrast, 
legal challenges related to tax and proper- 
ty issues directly affect the assets of large 
numbers of citizens. This makes it easier to 
generate the broad public opinion pres- 
sures that give citizen constitutional claims 
influence and help to establish the types of 
precedents discussed above. Ironically, the 
government’s vigorous public defense of 
the Property-Rights Law will only 
strengthen the hand of citizens advancing 
claims related to such interests. 

Of course, such events should not be in- 
terpreted with undue exuberance. It would 
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be premature to suggest that the govern- 
ment responses described here herald the 
emergence of an institutionalized and in- 
dependent legal process for constitutional 
review. China is far from establishing such 
a mechanism. Citizens do not have a legal 
right to compel review of their constitu- 
tional claims, and the Npcsc seems to be 
exercising great caution to avoid publicly 
declaring legal provisions invalid. As was 
the case in Taiwan and South Korea, and as 
Chinese legal scholars privately admit, ro- 
bust constitutional enforcement is more 
likely to follow and consolidate, rather than 
force, political reform at the top. 

Second, these citizen actions rely heav- 
ily on their ability to attract media cover- 
age and generate public-opinion pressures. 
The Internet has made it more difficult to 
control information flows, but the Chinese 
government can still deprive these public 
controversies of oxygen when it deems it 
necessary. In the case of the Property- 
Rights Law, the government took steps to 
shut down public debate over the draft in 
the months before the law’s final passage. 
The present effectiveness of citizen con- 
stitutional challenges thus depends on the 
degree to which there is some policy flex- 
ibility on the part of the leadership. 

Finally, while we can view these events 
and begin to discern the outlines of institu- 
tions and rights discourses that look famil- 
iar to the Western eye, it is possible that 
China may follow a different constitutional 
trajectory. In each of the cases described 
above, citizens did not use constitutional 
and legal arguments with any realistic ex- 
pectation of stimulating an institutional- 
ized legal process. Instead, they advanced 
such arguments as parts of broader ap- 
peals—following the law, upholding social- 
ist principles, ensuring fairness—designed 
to condition public opinion and shape gov- 
ernment behavior. In a system with signifi- 
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cant political constraints and weak legal 
institutions, this may be the most effective 
way for citizens to advance constitutional 
arguments. Such a dynamic may represent 
a transitional step towards a more adver- 
sarial process in which constitutional dis- 
putes are resolved in a transparent legal 
forum, rather than in the realm of public 
opinion. There are certainly Chinese legal 
activists pushing for such reforms. But in 
certain respects, the three cases also reflect 
elements of a more traditional citizen-state 
interaction in which Chinese elites advance 
moral claims to guide state behavior. Such 
traditions could lead to a different consti- 
tutional equilibrium in China. 

In short, there are many obstacles to 
China’s future constitutional development, 
and we should be cautious in interpreting 
the significance of these cases. But they 
should not be ignored. The cases are evi- 
dence that concepts of rule of law and con- 
stitutionalism are strengthening in China. 
They illustrate ways in which public opin- 
ion and citizen action are generating pres- 
sures for reform, highlighting one path 
forward for China’s constitutional devel- 
opment that is not dependent on the benev- 
olence of an enlightened leader, but instead 
is a product of citizen-state interaction. 

They also suggest that observers wait- 
ing for the Npcsc or people’s courts to en- 
force free speech and other political rights 
enshrined in the Chinese Constitution 
may be focusing their attention on the 
wrong part of the field. If and when those 
events take place, the game will already be 
over. To understand the potential trajec- 
tories of China’s constitutional develop- 
ment, observers should take note of a 
sphere in which the Constitution and law 
are now in play: the continuing struggles 
over often mundane material interests 
that directly impact the resources and dai- 
ly lives of average citizens. a 
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Stanley Ho’s 
Luck Turns Sour 


by Bertil Lintner 





EPUBLICAN POLITICIANS 
in New Jersey and a faith- 
based antigambling coali- 
tion in New York State are 
demanding an investiga- 
tion into his alleged links with “members 
of China’s Communist Party, organized 
crime and the regime of dictator Kim 
Jong-il in North Korea.” A 308-page dos- 
sier compiled by the coalition also states 
that Singapore regulators in March 2006 
forced the “Malaysian company Genting 
to sever its ties with him” before being al- 
lowed to open a casino in the city-state. 
But to most people in Macau, he is af- 
fectionately known as “Tio Stanley,” or 
“Uncle Stanley.” For without the now 85- 
year-old Ho Hung-sun, or Stanley Ho, as he 
is known to most non-Chinese, the former 
Portuguese colony would not be the boom- 
ing metropolis it is today. In 1962, when his 
company, Sociedade de Turismo e Diver- 
soes de Macau (STDM), was granted a mo- 
nopoly on all gambling activities in Macau, 
the enclave could be reached only by an old- 
fashioned ferry, which took three to four 
hours to sail across the Pearl River estuary 
from Hong Kong. Then hydrofoils were in- 





troduced, followed by jetfoils and helicop- 
ters. The old scruffy gambling dens in the 
Hotel Central and elsewhere, where crou- 
piers wore singlets and slippers, gave way 
to new, glitzy casinos complete with rou- 
lette, slot machines, blackjack and baccarat. 
Luxury accommodation was added, and, at 
Mr. Ho’s Lisboa Hotel, half-naked dancers 
at the revue-style Crazy Paris Show enter- 
tained gamblers who wanted to see some- 
thing different from the casino next door. 
In 2002, however, Mr. Ho lost his mo- 
nopoly and licenses were granted to foreign 
operators as well. But that only enhanced 
Macau’s boom. In 2002, there were 11 casi- 
nos with 339 gaming tables and 808 slot 
machines; now there are 25 casinos with 
2,970 gaming tables and 7,349 slot ma- 
chines. In 2006, gaming revenues rose to 
$7.2 billion, up threefold since before Mr. 
Ho’s monopoly ended. The territory’s GDP 
grew by 17% last year, a figure that may be 
even higher this year, as the 3,000-room 
Venetian Macau, run by Las Vegas operator 
Sands, is opening its doors in a new casino 
strip built on reclaimed land between Taipa 
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and Coloane islands. Sands already oper- 
ates a casino in Macau, and so does Wynn 
Resorts Limited, led by Las Vegas tycoon 
Steve Wynn. MGM Mirage, also from Las 
Vegas, has made a deal with Stanley Ho’s 
daughter, Pansy Ho, to build another casi- 
no, and Australian tycoon James Packer 
has entered into a business arrangement 
with Pansy Ho’s younger brother, Law- 
rence Ho. 

The influx of foreign companies has 
been a boon for Macau, but it has also led to 
unprecedented scrutiny by the United 
States of the enclave’s gambling industry, 
and that is what is affecting 
Stanley Ho, who before 2002 
attracted little attention from 
outside the region. Criticiz- 
ing MGM’s deal with Pansy 
Ho—who was said to be act- 
ing independently of her fa- 
ther—the New York 
antigambling coalition 
pointed out that Stanley Ho 
“showed up at the ground- 
breaking for MGM Paradise 
and was photographed prom- 
inently next to MGM Mirage 
CEO Terri Lanni... that the chair- 
man ofa U.S.-based, heavily regulated, pub- 
licly held gaming company would pose for 
photographs with an organized-crime as- 
sociate demonstrates that this is Stanley 
Ho’s deal.” 

But what does it mean to be an “orga- 
nized-crime associate” in Macau? Chinese 
organized-crime gangs, known as triads, 
have been active in the former Portuguese 
colony as long as anyone can remember, 
and, although the stpM enjoyed a monop- 
oly on gambling, they run related business- 
es such as the management of VIP rooms at 
the casinos—where the stakes are much 
higher than at the ordinary gaming tables— 
as well as junket tours, loan sharking, night 
clubs with hostesses, and occasionally the 
sale of recreational drugs. 


Why 








Stanley Ho 


Mr. Ho has always vehemently denied 
that he has any relationship with the triads, 
but, in August 1992, U.S. Senate Committee 
hearings named him as an “entertainment 
industry participant not known to be in- 
volved in organized crime,” but linked to 
“former associates” who were. This was 
most likely a reference to his now-deceased 
business partner Yip Hon, who was men- 
tioned in the report and who helped Mr. Ho 
set up the STDM in 1962 together with Fok 
Ying-tung, better known as Henry Fok, a 
local entrepreneur who made a fortune 
breaking the Western trade embargo on 
China in the aftermath of the 

Korean War. Yip Hon was a 
member of the Hong Men se- 
cret society, while Henry Fok, 
a Hong Kong native, is not 
known to have had such links. 
But Mr. Fok, who passed away 
last year at the age of 83 in 
a Beijing hospital, was 
widely believed to be the 
real broker behind the 
STDM, while the flamboyant, 
cosmopolitan ballroom-danc- 
er Mr. Ho acted as his main front 
man. (Mr. Ho has never comment- 
ed publicly on the matter.) 

Mr. Ho’s alleged links to underworld 
figures first became a problem when he 
tried to expand his interests in Australia’s 
lucrative gambling industry beyond his 
then stake in Hudson Conway’s Wrest Point 
casino in Hobart, Tasmania, and stakes in 
the same company’s casinos in Launceston, 
also in Tasmania, and in Darwin in the 
Northern Territory. In 1992, Mr. Ho tried 
and failed to buy a50% stake in Perth’s Bur- 
swood casino in Western Australia. A year 
later, he tendered—equally unsuccessful- 
ly—in Sydney for the Pyrmont Bay casino, 
which later became Star City. Mr. Ho did 
not show his frustrations openly, but anoth- 
er executive of his Shun Tak Group of com- 
panies spoke at an Australian business 
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lunch in 1995 and warned that “racist poli- 
cies” could be damaging to Australia’s for- 
eign-investment potential. 

The now defunct New South Wales li- 
censing board, however, saw it in a differ- 
ent light. Its report on Mr. Ho is stamped 
“never to be released,” but it was reported 
in the Australian press at the time that he 
was deemed “an unsuitable person to hold 
a casino license in Australia.” 

In 1996, Mr. Ho faced similar problems 
in Canada when he applied for casino li- 
censes in Vancouver and Niagara Falls in 
partnership with his daughters, Daisy and 
Pansy, who are Canadian passport holders. 
The Hos’ bids were not approved by the 
government of British Columbia. The exact 
reason is not known as the Canadian prov- 
ince has strict privacy laws, but, the New 
York antigambling coalition asserts, the re- 
fusal came “following criminal checks.” 
Four years later, a report by Canada’s Secu- 
rity Intelligence Service and the Royal Ca- 
nadian Mounted Police triggered an 
investigation by authorities in the Philip- 
pines into a bid by Mr. Ho to obtain a license 
for a floating restaurant and casino. Ac- 
cording to the New York coalition, Mr. Ho 
was asked to appear before the Philippine 
“House of Representatives Committee to 
answer questions relating to his ties to triad 
groups (and) money laundering ... but he 
flatly refused to cooperate with officials.” 

In 2002 the State of Nevada Gaming 
Regulators rejected a proposed joint ven- 
ture between Mr. Ho and MGM Mirage. The 
New York coalition claims this was based 
“on [Mr.] Ho’s long established record of 
[being] an associate of organized crime.” 
Hence the deal in Macau with Pansy, who 
is not listed as such an associate. 

One of the few names that has been 
mentioned in connection with Mr. Ho’s al- 
leged criminal links is Wong Sing-wa, the 
head of the Macau- and Hong Kong-based 
Talented Dragon investment firm who in 
the 1990s acquired an agreement with 
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STDM to run a VIP room in the Mandarin 
Hotel in the territory. He was also, in 1990, 
appointed North Korea’s unofficial repre- 
sentative in Macau. Mr. Wong’s D.P.R.K.- 
Macau Travel Agency was authorized to 
issue visas for North Korea and he worked 
closely with Zokwang Trading, Pyong- 
yang’s then main commercial arm in Ma- 
cau, which fled the territory in late 2005, 
when U.S. authorities sanctioned its bank- 
er, Banco Delta Asia, for laundering money 
on behalf of the North Korean regime. 

In the 1980s, Messrs. Ho and Wong in- 
vested jointly in the Yanggakdo Hotel in 
Pyongyang, which opened in 1995—with a 
casino, a massage parlor and a night club in 
the basement, beside a Chinese eatery ap- 
propriately named the Macau Restaurant. 
It is not known, however, how lucrative 
those businesses are in North Korea, where 
foreign tourists and businessmen—the only 
people allowed into the Yanggakdo’s base- 
ment facilities—are few and far between. 

In early 1998, a Lisbon-based weekly 
newspaper, the Independent, protested Mr. 
Wong’s presence in a delegation from Ma- 
cau that was received by then Portuguese 
President Jorge Sampaio. The paper cited a 
Macau official as saying that Mr. Wong had 
“no criminal record, but we have registered 
information that links him to organized 
crime and gambling in Macau.” 

However, most allegations leveled 
against Mr. Ho and his supposed connec- 
tions to Chinese organized crime fail to 
take into consideration that it would be al- 
most impossible to run a gambling enter- 
prise in a place like Macau without some 
kind of understanding with the triads. Ca- 
sinos invariably attract criminals, who see 
opportunities for loan-sharking, extor- 
tion, prostitution and drug peddling—or 
exactly what the triads are doing in Ma- 
cau. Casinos are also well-known vehicles 
for laundering the proceeds of criminal ac- 
tivities. Before 2002, regular visitors to 
Macaw’s triad-controlled viv rooms, which 
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were not subject to the same regulations 
as public casinos, sometimes brought from 
across the Pearl River estuary suitcases 
containing several millions of Hong Kong 
dollars, which the managers willingly, but 
for a commission, converted into tokens— 
and then into checks, which could be de- 
clared as gambling winnings and 
deposited in any bank. 

But it is also clear that the nature of the 
activities of triads has changed since Ma- 
cau reverted to Chinese rule in December 
1999. In the years leading up to the hando- 
ver, Macau was plagued by a vicious turf 
war between rival triad gangs. The fighting 
claimed nearly 100 lives, and the murders— 
often gangland shootings in broad day- 
light—had disastrous consequences for the 
territory’s economy. Many tourists stayed 
away, and to make things worse, Portu- 
guese Brigadier Manuel Monge, then un- 
der-secretary for security, made the mistake 
of trying to turn the deteriorating law and 
order situation into a joke. While address- 
ing the press in 1997, he said that “our triad 
gunmen are excellent marksmen,” implying 
that there was no need to worry because 
they “would not miss their targets and hit 
innocent bystanders.” This particularly in- 
sensitive remark did not allay people’s fears 
and, ironically, a year later Mr. Monge’s 
own driver was gunned down. By the end 
of 1999, no one was joking about the safety 
in the streets of Macau; even locals were 
afraid to go out after dark. 

But all that changed when a heavily 
armed convoy from the People’s Liberation 
Army rolled into Macau in the morning of 
Dec. 20, 1999, the first day of Chinese sov- 
ereignty over the territory. More than a 
year before the hand-over, Macau’s most 
notorious—and outlandish—triad boss, 
Wan Kuok-koi, alias “Broken-Tooth Koi,” 
the 43-year old leader of the 14K gang, had 
been arrested and, on Nov. 23, 1999, sen- 
tenced to 15 years’ imprisonment. On the 
same day, another, much less publicized 


verdict was also announced by the Provin- 
cial Higher People’s Court in Guangdong 
across the border in China. Ye Cheng-jian, 
known in Cantonese as Yin Sing-kin and 
nicknamed “Cunning Kin,” and two of his 
associates were sentenced to death and 
promptly executed for triad-related offens- 
es. “Cunning Kin” was considered number 
two in another triad gang, the Big Circle 
Boys, which then was led in Macau by a 
shadowy figure known as the “Four-Eyed 
Bull,” a nickname he had earned because of 
his thick glasses. 

The arrest and conviction of Broken- 
Tooth Koi in Macau, and the execution of 
Cunning Kin and his accomplices in China 
sent shivers through Macau’s underworld. 
Clearly, the Chinese authorities wanted to 
send a strong message to Macau’s orga- 
nized criminals: If you want to stay in 
business, then keep a much lower profile 
and don’t disturb the peace. Since then, no 
one has broken that rule and Macau today 
must be one of the safest cities in Asia. 

According to veteran Macau journalist 
Harald Bruning, the triads are still active 
in the territory, and while they could not 
care less about the Portuguese overlords, 
they dare not challenge the Chinese au- 
thorities. And, strictly speaking, it is not il- 
legal to manage viP rooms, offer junket 
tours, and lend money to gamblers in need. 
In fact, the rules have been liberalized, en- 
abling the triads to operate more legiti- 
mately. Under the Portuguese, only banks 
were authorized to offer credit to custom- 
ers; now the junket tours operators can do 
it too, not in cash, but in gambling chips. 

Mr. Ho may be connected with these 
groups, but does it make him a criminal? 
Hardly, but he must now also be prepared 
to have his businesses scrutinized by the 
American media, lobby groups and even 
U.S. politicians as he no longer is the only 
game in town. And what have been accept- 
ed practices in Macau for decades may not 
be tolerated elsewhere. = 
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Cambodia’s Agonizing 
Wait for Justice 


by Ron Gluckman 





ROM CAMBODIA IN recent 
days came a rare reason for 
hope in the long-running 
quest to assign accountabil- 
ity to the Khmer Rouge, 
whose murderous rule in the 1970s caused 
the deaths of up to two million people, or 
20% of the population. For decades its aged 
leaders have roamed free, while a tribunal 
court, mounted in partnership with the 
United Nations, sputtered along, staggering 
from controversy to stalemate. 

The latest snafu saw international 
judges leave Cambodia in a huff in March 
after what many termed last-gasp meet- 
ings to resolve rules of operation for a 
court funded for $56 million over three 
years, with virtually no hope of meeting 
that time frame or budget. The latest stick- 
ing point was stiff fees the Cambodian bar 
planned to levy upon foreign lawyers to 
represent defendants. Foreign justices in- 
sisted these be dropped or reduced drasti- 
cally. From March until the end of April, 
the stalemate held, through a series of 
stinging rebukes. Amidst the bickering 
and inertia, one positive note sounded at 
the Documentation Center of Cambodia, 





which has for years gathered testimonials 
and evidence about the genocide the tri- 
bunal should address. In late April, the 
center published a history of the Khmer 
Rouge years, the first by a Cambodian. The 
textbook is meant to fill in astonishing 
gaps in local awareness. Surveys show a 
majority of Cambodian children know 
little about the Khmer Rouge. Those that 
do largely discount stories told by parents 
and grandparents. A History of Democrat- 
ic Kampuchea by Khamboly Dy has been 
approved by the education ministry, but 
not as a core school text. 

“The government has an obligation to 
teach children about the Khmer Rouge and 
to bring the culprits to justice,” said Youk 
Chhang, director of the center, and a refu- 
gee who lost most of his family in the Kill- 
ing Fields. Purposefully kept tame to avoid 
issues with government censors, publica- 
tion marks a victory for self-assessment, 
Mr. Chhang said. “Cambodians are at last 
beginning to investigate and record their 
country’s past.” 


ao Mr. Gluckman is a writer based in Phnom 
Penh. 
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Sadly, many fear that this book, as cir- 
cumspect as it is, may be the best chance 
Cambodians get to do so. The tribunal may 
stagger back on track—at April’s end, the 
bar agreed to slash fees to $500, but only 
after foreign judges upped pressure, can- 
celing a plenary session last month and 
threatening to proceed without any bar 
consultation. Fees have not been charged at 
any tribunal except in the former Yugosla- 
via, where registration and first-year bar 
dues were around $200. 

“This isn’t a question of money,” noted 
Marcel Lemonde, of France, co-investigat- 
ing judge. “It’s a question of principal and 
the rights of the defense.” The worry was 
that high fees would deter participation. 
“Defense would have automatic grounds 
for appeal,” explained Ruper Skilbeck, the 
principal defender from the United King- 
dom. “They could argue that they didn’t 
have access to fair representation.” On April 
30, international judges indicated they 
would accept the compromise, and hoped 
to reconvene the tribunal at the end of May. 
Should rules finally be adopted, the court, 
already a full decade in planning, might 
launch at last. “Things could move very fast 
from there,” Mr. Chhang said hopefully. 

Questions naturally surround who will 
be charged, and with what. Suspects are 
hardly cloaked in mystery. With three de- 
cades to speculate, entire books have been 
written on the topic. Topping the list is 
Kang Kek Ieu, or Ta Pin, or Hong Pin, best 
known as Duch, who ran the grisly S-21 
torture center for the Khmer Rouge. A tri- 
al is virtually assured for Duch, who ad- 
mitted running S-21 in an exclusive 1999 
interview with the REVIEW, which re- 
vealed that Duch was working under an 
alias. He has been in custody ever since, 
and was long assumed to be among the 
likely first two defendants along with Ta 
Mok, who was with Pol Pot and the pitiful 
band of Khmer Rouge remnants in the 
Cambodian jungles right through 1990s. 


But Ta Mok has already faced his day of 
reckoning: He died last summer. 

His passing underscored the urgency 
and, many say, the futility of the tribunal. 
More than three decades have passed since 
the Khmer Rouge seized power in 1975, and 
the small band of survivors senior enough 
to offer any meaningful information about 
this baffling autogenocide, the extermina- 
tion of citizens by its own government or 
people, decline with each passing day. 
Meanwhile, memories fade as staff at the 
Extraordinary Chambers in the Courts of 
Cambodia (Eccc), as this court is called, 
shuffle papers at a spacious site near the 
Phnom Penh airport that has yet to hear a 
single hammer of justice. 

“This court means a lot to Cambodians, 
but it goes beyond that,” noted Michelle 
Lee, soon after she arrived in Phnom Penh 
as head of the United Nations team. “This 
sends a message that, no matter how long 
ago these atrocities were committed, they 
must be stopped.” She added: “The goal is 
to give some measure of justice to the Cam- 
bodian people.” 

That was a full year ago. Given the 
snail’s pace, nobody believes the court will 
be able to achieve its aims within the 
three-year mandate, if ever. “This has tak- 
en longer than we expected, longer than 
anyone expected,” conceded Mr. Lem- 
onde. He hopes that once the court is un- 
derway, donors will provide additional 
funding and time to continue. The key is 
to show some progress. “Our aim now is to 
have the first investigation finished by the 
end of 2007, and the first trial to begin by 
early 2008.” he said. 

Others say the latest controversy over 
fees reiterates a lack of unity among judg- 
es and the extreme pressure the Cambo- 
dian government is exerting to control this 
court. And it’s not the first example. In No- 
vember, a group of attorneys with the In- 
ternational Bar Association flew in from 
London to conduct lawyer training, then 
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promptly flew out after the bar refused to 
let the program for local lawyers proceed 
as scheduled. “We said all along that 
[Prime Minister] Hun Sen has been play- 
ing brinkmanship, and keeps trying to re- 
write the agreement with the U.N. to give 
him even more control over the tribunal,” 
said Brad Adams, Asian director of Human 
Rights Watch and a former resident of 
Cambodia who was involved in the early 
negotiations. “I’m surprised that the U.N. 
finally stood up to him and said, ‘no more 
concessions.’ I think the tribunal will go 
forward, but I expect it to limp along, with 
one problem after another.” 

Cambodia initially contacted the U.N. in 
1997 to request assistance in hosting a court. 
The long, contentious years of negotiation 
emphasized the serious issues—and severe 
compromises—involved in this court’s try- 
ing conception. For the first time in its his- 
tory, the U.N. agreed to participate in a 
tribunal as a minor partner of the court in 
a country where the genocide had been al- 
leged to have occurred. 

Many say the very composition of the 
court, and Cambodia’s insistence on a ma- 
jority of local judges on every panel, makes 
it flawed and doomed to futility. The U.N. 
position is that balance comes from the 
unique supermajority system. In a panel of 
five judges (a supreme court will have sev- 
en judges), no guilty verdict can be reached 
unless at least one foreign judge concurs. 
While this serves as a kind of check against 
kangaroo-court convictions, it does noth- 
ing to address widespread concern about 
the imposition of actual justice. “There is 
the possibility of a scandalous acquittal,” 
said Mr. Lemonde, but added that judg- 
ments could at least be made public, com- 
plete with dissenting opinion. “We know 
the agreement that created this court was 
not perfect,” he added, “but this was the 
best agreement we could get. Otherwise, 
there would have been no court.” 

“The U.N. really shouldn’t have gone 
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down this road,” countered Mr. Adams, 
among many who criticize the interna- 
tional community for compromising too 
much on concepts of justice. Some attri- 
bute it to overeagerness on the part of the 
U.N., whose membership clearly desires a 
tidy resolution to the peacekeeping mis- 
sion of the early 1990s. “Some say any tri- 
bunal is better than none,” Mr. Adams 
added. “That just isn’t true.” 

The ultimate question is what the tri- 
bunal might mean to Cambodians. “I think 
the overall problem in this entire process 
is that we have failed to give victims a 
role,” said Mr. Chhang. “Even now, all the 
disputes are between two parties, the U.N. 
and the Cambodian government. The vic- 
tims are all lost in this.” 

Every month, his center attempts to 
correct this shortcoming, traveling to re- 
mote villages to explain the tribunal. Res- 
idents from around the country are 
shuttled into Phnom Penh, where they 
tour not only the court, but also some of 
the ghastly reminders of the Khmer Rouge 
reign, such as S-21, now a Genocide Mu- 
seum. This, in effect, is the real tribunal, 
free of rules and government intrigue. 
“Why did they do this to my sister?” 
screams one Cambodian on sighting her 
sibling pictured on a wall of S-21 victims. 
Heang Hourn collapses in tears when giv- 
en a file on the torture and execution of 
her brother, Savourn, who she last saw in 
1975. “We never knew what happened to 
him,” she stutters. “Why? Why?” 

These are questions Cambodians want 
answered, but reconciliation isn’t certain 
if the tribunal limps along, as most expect. 
Because trials will be held according to 
Cambodia law based on French court pro- 
ceedings, little will be public. Still, a belief 
that anything is better than nothing spurs 
many on. “I really do feel it is now or nev- 
er,” said Mr. Lemonde. “We just cannot de- 
lay. The victims have been waiting 30 
years. They cannot wait much longer.” W 
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by Salil Tripathi 
ANDIGRAM IS A largely ru- The government ruling West Bengal is of 
ral area near the port city the Left Front, led by the Communist Par- 
of Haldia in West Bengal, ty of India, whose politicians have built 
where the state govern- their careers by claiming to represent the 
ment wants to build a spe- poor against the state or the rich. The Left 





cial economic zone for chemical industries. 
The project makes sense, as Haldia already 
has a major petrochemical complex, and 
the West Bengal government wants to lure 
compatible industries into the state’s slug- 
gish regions. Jakarta-based Salim Group, 
which built the industrial park in Batam, 
the Indonesian island off Singapore, is 
very serious about developing a 4,000- 
hectare SEZ in Nandigram. 

But the thousands of subsistence farm- 
ers in Nandigram are deeply skeptical. 
Some of them oppose the project and have 
attacked public infrastructure and prop- 
erty. Local politicians supporting the proj- 
ect have been beaten up. In March, the 
protesters barricaded the region, and the 
authorities responded by sending a large 
police contingent. Some of the demonstra- 
tors were armed with stones and sticks; in 
the confrontation that followed, the police 
opened fire, leaving 14 dead. 

At the heart of this tragedy is an irony: 


Front offers critical support to the Con- 
gress-Party-led United Progressive Alli- 
ance at the federal level, where it has 
stalled market-friendly economic reforms, 
including privatization, import liberaliza- 
tion, labor-market flexibility and opening 
sectors still closed to foreign investment. 
But in Calcutta the Communists sing a dif- 
ferent hymn, as they actively woo Indian 
and foreign businesses. 

Communists have ruled West Bengal 
since 1977, They have remained undefeat- 
ed through a combination of tactical ma- 
neuvering and shrewd alliance-building, 
and built an unassailable support base in 
the countryside by granting generous 
rights to sharecroppers, including a large 
share of the yield, in a scheme called “Op- 
eration Barga.” Winning rural Bengal has 
come at the cost of urban decay. Over the 
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three decades, militant unions have driven 
out industry, with the result that the state’s 
key economic indicators are languishing. 

Pragmatic communist leaders know the 
difference between irresponsible rhetoric 
in Delhi and the hard reality of governance 
in Calcutta. Some have even noted changes 
in China. The current West Bengal chief 
minister, Buddhadeb Bhattacharya, and his 
predecessor, Jyoti Basu, have both cultivat- 
ed businesses, and some companies have 
begun returning to invest in West Bengal. 

But the inherent hypocrisy—of oppos- 
ing reforms at the center while supporting 
them in the state—has now backfired. 
Bringing prosperity to rural Bengal re- 
quires industrialization, and that means ac- 
quiring land from farmers. But the farmers 
are now vigilant about their rights, and 
don’t want to sell. 

SEZs are not new to India. Kandla in 
Gujarat was probably Asia’s first SEz, built 
in 1965 when in China Mao Zedong was 
about to launch the Cultural Revolution 
and Shenzhen was still a fishing village. 
India followed semiautarkic policies at 
that time, and the rationale for creating 
export processing zones (EPZs) was to lim- 
it contact with foreign trade, and insulate 
the zone, so that its liberal ways would not 
contaminate the parts of India surround- 
ing the zone. 

By the early 1980s, Deng Xiaoping had 
declared that to get rich is glorious, and 
Shenzhen was recast in Hong Kong’s im- 
age; indeed, today the two are almost indis- 
tinguishable. Indian reforms began in 1991, 
and its officials wanted to replicate parts of 
the Chinese model. In 2000, it passed a law 
to promote SEZs, with streamlined proce- 
dures, tax holidays, minimal and stable reg- 
ulation, and superior infrastructure. Today, 
over 200 sEzs have been approved, and 
hundreds more applications are in the pipe- 
line. This boom has alarmed many—unions 
are worried about erosion of workers’ 
rights; activists are concerned about the 


rights of the landless; businesses resent dis- 
criminatory treatment between identical 
investors, and finance ministry officials are 
alarmed about the sEzs’ fiscal impact. 

The hardest part is access to land. To be 
viable, sEzs need to be connected to ports, 
airports and roads, which means they have 
to be near large cities. Urban density in In- 
dia is high, and land holding is often frag- 
mented, which makes the job of acquiring 
land parcels cumbersome. Businesses want 
the state to acquire the land first, aggregate 
it, and then sell it or lease it to the private 
sector. Once shrewd landowners notice 
this, they hold out for better prices, delay- 
ing the acquisition, and creating rift within 
landowners. The transactions are opaque, 
making nepotism inevitable, as politicians 
favor businesses close to them, creating 
ample opportunity for corruption. 

The state has used the land acquisition 
act to acquire land compulsorily, citing the 
principle of eminent domain. But eminent 
domain is meant for public use, and critics 
from the left and the right question wheth- 
er a privately owned industrial park can be 
called public use. Many poor don’t have se- 
cure land titles, so they get minimal com- 
pensation, if any, and land valuators 
disregard that which a community might 
consider to be of great value, but which 
can’t be quantified (such as sacred sites). 

Then there are fiscal implications. The 
finance ministry is unhappy over the loss 
of revenue, and the International Mone- 
tary Fund is concerned about implications 
on fiscal deficits. Raghuram Rajan, IMF’s 
chief economist, says Indian SEZs offer in- 
centives to companies to take advantage of 
tax havens (which sEzs are) and shift pro- 
duction there, avoiding the laws, tariffs, 
and regulations prevailing elsewhere in In- 
dia. The government claims SEZs will at- 
tract fresh investment, but Mr. Rajan is not 
so sure; he believes SEZs are attracting in- 
vestors who would have invested in India 
anyway. Leftists too oppose SEZs because 
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If the state takes the right approach, India’s SEzs can 
bring positive economic benefits to all parties involved. 


even though they create jobs, such jobs re- 
quire skills, and the indigenous people be- 
ing displaced often don’t have those skills, 
so they get little benefit from the projects. 

None of that has stopped the rush to 
approve SEZs. Government officials say 
SEZs will create 15 million new jobs, and 
other Sez boosters point out the positive 
implications: A significant proportion, of- 
ten half, of the employees in light manu- 
facturing industries comprises of women. 
India needs to create more manufacturing 
jobs and needs to increase female partici- 
pation in its labor force. 

The question is whether sEzs are formu- 
lated in the best way. If sEzs indeed create 
many more manufacturing jobs, then that 
can address India’s need to move people 
from agriculture to industry. While some 
two-thirds of working Indians are recorded 
as “farmers,” it is an open secret that this 
glorified occupation hides vast disguised 
unemployment and marginal landless la- 
borers, millions of whom live in miserable 
conditions. Agriculture’s contribution to 
India’s app has been shrinking. And many 
farmers, when given a chance, want to mi- 
grate to cities in search of better factory 
jobs. Economist Ila Patnaik estimates that 
some 100 million workers will have to move 
from agriculture to industry and services if 
India is to become a developed country. Ag- 
riculture will have to shrink and urban and 
industrial land development will have to 
take place. 

In principle, developing an SEz in Nan- 
digram is not a bad idea. It is the way the 
law is structured, and how the land is ac- 
quired, that has created the crisis. The West 
Bengal government faced a formidable foe 
in farmers it had empowered, who claimed 
their fertile land could not be taken over. 

Nandigram is not the only battlefield: 
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Singur, 30 kilometers outside Calcutta, is 
the proposed site of an auto plant where In- 
dia’s Tata group wants to build “a people’s 
car,” to be sold at 100,000 rupees ($2,440). 
There have already been minor riots around 
Singur. In Kalinga Nagar in neighboring 
state Orissa, where the Tata group wants to 
set up a steel plant, local adivasis, or indig- 
enous people, oppose the plan, and during 
violence with the police last year, 13 people 
died. As India explores its natural resourc- 
es and tries to reshape its workforce, it finds 
growing resistance from the countryside. 

Opposition is growing because the 
state’s past record has been dismal. Since 
independence, India has displaced millions 
of people to make way for dams, bridges, 
roads and power plants. By some estimates, 
adivasis, who form 8% of India’s popula- 
tion, account for 55% of those displaced, 
and many no longer trust “development.” 

Alarmists cast the controversy in neo- 
colonial terms—that the state of India is 
dispossessing the marginalized, indigenous 
people to benefit the urban elite and the 
rich. In reality, economic growth has been 
far more democratic. Millions have been 
lifted out of absolute poverty since 1991, and 
income inequality has not worsened. But 
economic growth is not spreading evenly, 
and regional disparities are growing. For 
example, most SEZs are coming up in indus- 
try-friendly western states like Gujarat, 
Maharashtra, Karnataka, Punjab, Haryana 
and the parts of Uttar Pradesh close to Del- 
hi. This sharpens the east-west divide, as 
the western half is racing ahead with jobs 
and growth, while the resource-rich east 
and the vast, mineral-rich tribal belt of cen- 
tral India are getting left behind. 

Critics charge that a massive land grab 
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the national press, but international NGos 
and academics are also supporting them, 
seeing in the conflict a manifestation of 
their nostalgia-filled romantic notion of 
class struggle. The Society for the Study of 
Peace and Conflict believes land acquisi- 
tion in dense areas is politically incendi- 
ary. Swayed by that logic and aware of 
electoral consequences, Sonia Gandhi, 
who leads the Congress Party, has ruled 
out any conversion of agricultural land for 
industries. 

It is worth pointing out that the amount 
of land being used for SEzs is minuscule, 
given India’s size. The 234 srzs already ap- 
proved will require 35,000 hectares of land. 
Of the 297 million hectares of India’s land 
area, 162 million hectares are cultivable. 
The land set aside for new SEzs, therefore, 
amounts to 0.02% of arable land. 

Indian sEzs are built as if they were 
protected species—cottage industries sup- 
posed to show that small is beautiful. 
While Reliance Industries is planning two 
large SEzs near Bombay and Delhi, and the 
DLF group too has plans for a large SEZ, 
others are puny in comparison—the aver- 
age size is 4.2 square kilometers. The cen- 
tral government is now limiting size, 
ranging from 1,000 hectares for multi- 
product SEzs, to 10 hectares for small, ser- 
vice-oriented SEzs, citing difficulties in 
acquiring contiguous land in urban areas. 
Such tiny parks are fundamentally uneco- 
nomic; their sole purpose seems to be to 
create a quick money-making opportunity 
for a well-connected business. These are 
glorified real-estate deals. Indeed, econo- 
mist Nitin Desai calls Indian sEzs busi- 
ness-friendly, not market-friendly. “They 
work against an economic policy that pro- 
motes competition,” he argues. 

Making sEzs larger means using author- 
ity—not force—to acquire land. In a litiga- 
tion-friendly and rights-conscious society 
like India, where court judgments take for- 
ever, unscrupulous politicians and busi- 





nesses have used violence. But India cannot 
send storm troopers to evict peasants; gov- 
ernments lose elections if they do so—a cost 
of democratic governance China does not 
have to bear. Its system of pluralistic po- 
litical participation means that the opposi- 
tion has a say: After sustained activism, 
policies are altered, roads change direc- 
tions and dams’ heights get reduced. 

There is a way around all this. Econo- 
mist Subhashis Gangopadhyay, director of 
India Development Foundation, suggests 
an auction in which the state merely identi- 
fies the land and then manages the auction 
where developers bid for rights. The pro- 
ceeds would go to the sellers, who get a bet- 
ter price than if they had negotiated 
individually. The state becomes a facilita- 
tor, not a middleman. That’s good for every- 
one except politicians and bureaucrats, 
who lose an opportunity to seek rents. 

The state should move away from being 
a middleman, and facilitate direct transac- 
tions between the developers and owners. 
Granting land titles to the poor will also 
help them get up the ladder of prosperity. 

Finally, India should resist the tempta- 
tion of attracting investors by offering in- 
centives. That made sense in 1991; it is no 
longer necessary in 2007. Investors don’t 
want reduced taxes from India—they want 
fewer procedures and clearer rules. One of 
the curious ironies is that India is in the 
bottom quartile of the 155 nations the In- 
ternational Finance Corporation has sur- 
veyed for ease of doing business, even 
though it rates nearly at the top of countries 
in which foreigners want to invest, accord- 
ing to an index prepared by the consulting 
firm A.T. Kearney. 

India will have to negotiate the develop- 
ment dilemma—of shifting people from un- 
productive farms to growth-oriented 
industries—and manage the inevitable 
transition without political violence. Its 
past record has not been great, but its fu- 
ture need not be bleak. w 
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Tattered Alliance 


by David I. Steinberg 





HE KOREAN PENINSULA has 
been the nexus of regional 
conflicts and diplomatic 
machinations for over two 
millennia. Surrounded by 
powerful neighbors, the peninsula, al- 
though a minor actor, has been a major fo- 
cus of attention. Historically, Korea has 
always sought powerful protectors because 
it lives in such a dangerous neighborhood. 
The alliance between Seoul and Washing- 
ton is the modern incarnation of that tradi- 
tional pattern, but it has suffered major 
problems in recent years. 

The United States-South Korea alliance 
is in no immediate danger of disappearing, 
but it could easily become irrelevant. A fun- 
damental, unstated issue is who should 
drive dealings with the North. In 1994, in 
the case of the Agreed Framework between 
the U.S. and the Democratic People’s Re- 
public of Korea, it was the U.S. In 1997, with 
the election of President Kim Dae Jung and 
his “sunshine policy,” it became the South, 
leading to the Pyongyang summit of June 
2000. However, since the recent renewed 
nuclear crisis, the issue has in part been 
contested. The U.S-South Korea alliance 





has been deeply shaken by the North Ko- 
rean nuclear crisis, which was compounded 
by the October 2006 test and previous mis- 
sile launches. This has given a new sense of 
urgency to events on the peninsula that the 
administration of President George W. 
Bush, for most of its tenure, avoided be- 
cause of ideological abhorrence of the 
Pyongyang regime. That Washington has 
been preoccupied with Iraq and Afghani- 
stan hasn’t helped either. 


Different Priorities 


SIX YEARS OF U.S. refusal to deal bilater- 
ally with North Korea undercut the resolu- 
tion of outstanding issues and strained 
relations with Seoul, which seeks concili- 
ation with the North. The recent develop- 
ments in bilateral discourse and the 
six-party talks on North Korean nuclear 
issues have now shown some progress in 
spite of desultory delays and setbacks, and 
such progress is much to be welcomed. 


ao Mr. Steinberg is distinguished professor and 
director of the Asian Studies Program at George- 
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At ananti-FTA rally in Seoul in March 2007, people shout slogans and 
hold banners reading, “block the South Korea-U.S. FTA talks.” 


The effective engagement of the U.S. in 
this volatile region provides a degree of 
stability in an era of rapid change, but pre- 
cipitous withdrawal or inept responses 
could provoke turmoil. 

The differences in each country’s re- 
sponse to the problems of the Korean pen- 
insula can be traced to disparate national 
security priorities. The U.S. concerns are, 
first, global, with highest priority given to 
limitations on terrorism and the prolifera- 
tion of nuclear arms and other weapons of 
mass destruction. The ultimate “red line” 
that could prompt the U.S. to take military 
action against the North is probably the 
transfer or sale of such weapons or technol- 
ogy to any other state or nonstate actor. 

South Korea’s interests remain primar- 
ily focused on the peninsula (with residu- 
al concerns over a possible rearmed Japan), 
with far less anxiety over North Korea’s 
nuclear capacity, which many in the South, 
perhaps naively, believe would never be 
used against them. 

For some in Tokyo, Korea (North and 
South) has traditionally been seen as a 
“dagger pointed at the heart of Japan.” 
Perhaps even more so when nuclear armed. 
As aresult, Japan is very wary of develop- 
ments on the peninsula. 

Underlying the problems of the region 
is nationalism, a seemingly ironic attribute 
of an increasingly globalized region and 
world. Yet its growth is evident in internal 
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relations in both Koreas, China, Japan and 
the U.S. after Sept. 11. 


Politics, Politics 


IN THE U.S., the Republican Party has long 
been firmly against any bilateral negotia- 
tions with North Korea, and many conser- 
vatives vilified the Agreed Framework of 
1994. Meanwhile, South Korean conserva- 
tives have reacted negatively to President 
Roh Moo Hyun’s attempts to open up the 
North through extensive assistance with- 
out specific matching reciprocal actions— 
behavior that some in the U.S. have 
characterized as appeasement. 

Not surprising then that politics (and 
elections) have played and will continue to 
play important roles in determining the 
shorter-range political trajectories of both 
South Korea and the U.S. toward each oth- 
er and toward the North. South Korea’s 
presidential elections in December 2007 
and the National Assembly elections of the 
spring of 2008 will likely affect the atmo- 
sphere and degree to which the South co- 
operates with both the U.S. and the North, 
as the political climate in the South has be- 
come more conservative in response to 
public concerns over President Roh’s inter- 
nal attempts to restructure society and his 
policies toward the North. 

The incessant reformation of political 
parties and their efforts to choose leaders 
and candidates for public office create a mi- 
asma of political confusion and rancor that 
will affect the degree to which they can col- 
laborate with Washington. The U.S. has al- 
ready entered into the seemingly 
interminable political campaign for the 
presidency and Congress in November 
2008, acampaign that although focused on 
the Iraq War will examine the efficacy of 
President Bush’s international policies, in- 
cluding those toward the two Koreas. 

North Korea has tried to affect the 
South Korean political campaign, excoriat- 
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The triangular relations between the U.S., 


South Korea and Japan are in a state of flux. 





ing the opposition and more conservative 
Grand National Party, but whether the 
North is awaiting a change in the U.S. ad- 
ministration is open to debate. There are 
some who argue that the recent change in 
U.S. policy—finally allowing the State De- 
partment to negotiate bilaterally with the 
North—has also been affected by the polit- 
ical (as well as strategic) need to give some 
positive elements to President Bush’s for- 
eign policy before the U.S. elections. 

If North Korea were able to retain un- 
inspected nuclear arms, coupled with its 
proven missile capacity to reach within 
the region, a long-range future scenario 
could well include the rearming of Japan 
under a nationalist regime and its develop- 
ment of a nuclear deterrent to North Ko- 
rea. Japan has evidently entered a more 
nationalistic phase that will likely include 
altering Article Nine of the Japanese Con- 
stitution and increasing its military capac- 
ity. Japan has been called a “virtual 
nuclear state,” and has the immediate ca- 
pacity to turn “virtual” into concrete real- 
ity. Under such circumstances, South 
Korea would likely not stand idly by. 

This eventuality will in part depend on 
the reaction of the U.S. and the degree to 
which Japan and South Korea believe that 
the American nuclear umbrella is in place 
and is solid. Even if this were to be the case, 
Washington’s commitment might only suc- 
ceed in slowing an exceedingly dangerous 
Northeast Asian arms race. 


Fluid Ties 


THE TRIANGULAR RELATIONS among 
South Korea, Japan and the U.S. are in flux. 
Although the U.S.-Japanese relationship is 
strong, ties between the U.S. and South Ko- 
rea have deteriorated and those between 
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America’s allies—Japan and South Korea— 
are positively acerbic. South Korean Presi- 
dent Kim Dae Jung was noted for his efforts 
to improve Korea’s relations with Tokyo. 
President Roh, however, has basically gone 
on an internal anti-Japanese tirade by try- 
ing to wipe out all the vestiges of the Japa- 
nese colonial era. 

Although no immediate incidents have 
occurred to exacerbate anti-American sen- 
timent in South Korea, the potential is ever 
present in a population that is increasingly 
skeptical of the U.S. Statements by officials 
in Seoul and Washington that relations be- 
tween their two countries have never bet- 
ter are likely only to make matters worse. 

President Roh has differed strongly 
with the U.S. on North Korean policy, al- 
though he earlier moved to improve ties by 
sending 3,000 combat troops to Iraq, the 
largest allied contingent after that of the 
United Kingdom—even though three- 
quarters of South Koreans were against 
that move. 

Against the wishes of much of his po- 
litical base, he has pushed negotiations 
with the U.S. on a free trade agreement, 
finally approved at the last moment on 
April 2, 2007. Many of the details have yet 
to be negotiated, yet this is a significant 
achievement, perhaps more in strengthen- 
ing the alliance than in strictly economic 
terms, at least in the short run. Had the 
agreement not been approved, it would 
have been a severe blow to the relation- 
ship, perhaps even to its slow demise. 
President Roh also has attempted to work 
with the U.S. on redeployment of U.S. forc- 
es in South Korea and in resolving the 
questions of operational control of the 
combined command in wartime, on which 
there had been major disputes. 

Strong disagreements, however, contin- 
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ue over contingency planning for a North 
Korean collapse (the so-called Plan 5019) 
and which of the two forces—South Kore- 
an or American—would have a leadership 
role at that time and, most importantly, the 
control over whatever nuclear weapons and 
facilities North Korea may have. 

President Roh has said that he cannot be 
perceived to be subservient to the U.S. Even 
though South Korea has turned far more 
conservative since his election in 2002, no 
future Korean president is likely to be able 
to ignore that nationalistic fever in the 
South. American and South Korean offi- 
cials continuously reaffirm the strength of 
the alliance, but take few positive and pub- 
lic steps to improve the mutual trust on 
which it must be built. Both states’ rhetoric 
outstrips their actions. A “Joint Vision” 
statement outlining mutual needs and plans 
was approved in October 2006, but aside 
from a sterilized English summary, it con- 
tinues to be regarded as classified. Yet it is 
difficult to imagine how two democracies, 
each dependent on public support for their 
foreign policies, can hope to continue warm 
relations when the agreement on such rela- 
tions is not released to the public. 

Following the summit in March 2001 
between President Kim Dae Jung and Pres- 
ident Bush—a summit that was disastrous 
from a South Korean vantage point and that 
effectively destroyed President Kim’s “sun- 
shine policy” with the North—the Bush ad- 
ministration, prompted by its conservative 
base, effectively refused to meet with or ne- 
gotiate bilaterally with North Korea, part 
of the “axis of evil” (according to the presi- 
dent) and an “outpost of tyranny” (accord- 
ing to the secretary of state). 

From the deep hole that the Bush ad- 
ministration dug for itself, it has gradually 
tried to emerge with the welcome bilateral 
meetings with North Korea. Just following 
the generalized agreement in September 
2005 at the six-party talks, however, the 
imposition of financial sanctions on the 
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Banco Delta Asia in Macau after the U.S. 
public revelations of North Korean coun- 
terfeiting and illegal transactions (a gener- 
al charge that had been in the public domain 
for many years, thus making the timing of 
the charge questionable) resulted in a North 
Korean walkout of the six-party talks that 
was only rescinded when the U.S. agreed in 
early 2007 to return the $25 million confis- 
cated, against the views of the conserva- 
tives within President Bush’s party. 


Beware China 


EVEN ASSUMING THAT the six-party talks 
continue and that the five working groups 
established under the Feb. 13 agreement 
make progress, many questions will re- 
main unanswered, including what will 
happen to the nuclear weapons already 
constructed. Because ofa lack of trust, the 
U.S. obviously does not want to treat North 
Korea as it treats Israel, Pakistan and In- 
dia—all nuclear states. North Korea also 
seems to be entering a new food crisis to 
which South Korea has already responded. 
Japan, on which the U.S. depends, is iso- 
lated in its policies toward the North. 

The future enhanced role of China not 
only in relation to North Korea but to the 
South itself is in part dependent on how ef- 
fective the U.S. is perceived as being in that 
region. Any significant diminution of U.S. 
attention, concern and commitment in the 
area, and specifically to South Korea, could 
result in a South Korean-Chinese relation- 
ship (already China has become the South’s 
largest trading partner) detrimental to sta- 
bility of Northeast Asia. 

The Korean peninsula is likely, then, to 
continue to be the critical nexus of North- 
east Asia, and priority should be given by 
all parties to recognition of the outstand- 
ing regional issues and their amelioration. 
But a primary priority is the resuscitation 
of the U.S.-South Korea alliance on which 
much else rests. = 
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Thailand’s Exposed 
Southern Flank 


by Simon Montlake 





IKE MANY correspondents 
in Bangkok, I arrived in 
southern Thailand in Janu- 
ary 2004 wondering if this 
was the next frontier in 
global terrorism. Several months earlier, 
Thai authorities had turned over to U.S. 
custody Hambali, an alleged al Qaeda ring- 
leader. Several Muslims in southern Thai- 
land had also been arrested and accused of 
plotting with Hambali to bomb Western 
targets in Bangkok. 

In Pattani, a university town with a bus- 
tling fishing port, I met Chidchanok Ro- 
himmula, a politics professor at Prince of 
Songkhla University. I joined her and her 
husband at an outdoor café where they met 
regularly with other intellectuals to drink 
sweetened tea and discuss world affairs. I 
was told that a backdrop of violence was 
normal in lawless border provinces. Sug- 
gestions that Islamic separatists were be- 
hind the unrest were met with polite 
skepticism and a host of other explanations: 
political feuds, smuggling rackets, turf wars 
between security forces. 

More than three years after my first trip 
to the south, the shadowy insurgents have 





yet to put a public face on their campaign. 
But the violence has continued to spread, 
and in recent months has reached a tipping 
point past which it becomes harder to imag- 
ine any short-term fix. Over 2,100 people 
have died, and the mayhem has spiked since 
December, after a lull in the wake of last 
September’s military coup in Bangkok. This 
is both a setback and a distraction for the 
coup leaders who promised to pacify Thai- 
land’s restless southern flank. 

Most of the victims in the conflict have 
been civilians, slain by unknown gunmen 
or unclaimed bombs, their bodies some- 
times mutilated for public display. Insur- 
gents rarely engage troops directly. They 
plant roadside bombs and booby-trap crime 
scenes. The daily killings are spreading 
fear and terror, and destroying trust be- 
tween Malay-Muslims and Buddhists who 
have lived side-by-side for generations. 

Deep kinship ties and a shared faith—Is- 
lam, Thailand’s second-largest religion— 
binds together the roughly 1.4 million 
ethnic Malays living in the three southern- 
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A Thai Muslim examines bullet marks on the walls of Krue Se Mosque 
in Pattani province, following a shooting on April 28, 2007. 


most provinces. The area was ceded in 1909 
to Siam by British colonizers of Malaya, 
ending centuries of autonomous rule by an 
Islamic sultanate. Successive generations 
have fought back, inspired by dreams of in- 
dependence. Bangkok managed to quell 
these rebellions, most recently in the 1980s 
when a combination of stick and carrot 
tempted separatists back into the fold. 

On my last trip to the area in March of 
this year, I visited an Islamic boarding 
school in an insurgent zone after a shoot- 
ing incident that left three teenage boys 
dead. Their killers were unseen gunmen 
who crept through the surrounding rub- 
ber fields and fired on the boys as they lay 
in their wooden huts. The community be- 
lieved that army rangers were responsible, 
and they blockaded the school for three 
days, refusing to allow security forces to 
search the crime scene. Such an attack on 
sleeping schoolboys would outrage public 
opinion if it occurred elsewhere in Thai- 
land. But it barely made a blip on the screen 
in Bangkok, except when the blockade 
warranted official comment. It ended 
when a renowned forensics scientist 
helped broker a compromise, but by then 
the crime scene was disrupted and the 
truth even harder to discern. 

Prof. Chidchanok has already seen 
enough. Her field research into the insur- 
gency has tapped a vein of unbridled ha- 
tred among young Muslims towards 
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Thailand, which she says is increasingly 
seen as a foreign colonizer of a Muslim 
homeland. Hundreds, if not thousands, are 
being indoctrinated and prepared to fight 
for the separatist cause, then turned over 
to militant leaders in village cells. 

Every morning, Prof. Chidchanok scans 
her car for explosive devices, a habit that 
her children have begun to emulate. When 
I ask if she still holds forth at the informal 
tea-shop salon, she shakes her head em- 
phatically. These days, nobody wants to sit 
in public view and air their opinions, for 
fear of retaliation. “Everyone wants to send 
their family away from the university. Any- 
one can be a target, at any time,” she says. 

Pattani’s university campus has also 
changed. Before 2004, it attracted students 
from other parts of Thailand, and took 
pride in its modern facilities, including a 
well-appointed Islamic studies department. 
But the violence has prompted many out- 
side students to leave, and today the vast 
majority of undergraduates are Muslims 
from the area. Over 70 teachers have been 
murdered in the last three years, some 
gunned down in front of horrified students. 
Insurgents target public schools and teach- 
ers as potent symbols of Thai integration. 

Taking the pulse of the southern con- 
flict by talking to Muslim students is a dis- 
couraging experience. Many are critical of 
the Thai government’s response to the vi- 
olence and angry that security forces 
haven’t been brought to justice for past 
abuses. Thailand’s sensationalist media is 
criticized for playing up some deaths and 
ignoring others. “Only when the victims 
are Buddhists does the press makes big re- 
ports. It shows a negative image of Mus- 
lims hating Buddhists,” complained a 
second-year politics student. 

Ask about the young killers on the loose 
in the south, though, and you run into a 
wall of denial and conspiracy. Even to ac- 
knowledge the separatist movement seems 
to be asell-out, at least when a foreign jour- 
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nalist is asking the questions. Instead the 
conversation is steered back to the brutal- 
ity and mendacity of the Thai authorities. 
One student told me that the majority of 
killings could be traced back to the security 
forces, even when they appeared to be mil- 
itant attacks. I asked if he could imagine a 
Thai soldier cutting off the head of another 
Buddhist, or slaying a monk. He nodded, 
and curled his lip at my incredulous look. 

To outsiders, such denials don’t hold 
water. Even human-rights monitors who 
have accused the army of involvement in 
the forced disappearance of civilians con- 
cur that a deadly war is being waged for 
control of the area. I visited a rural com- 
munity where the battle had intensified. 
Two Muslim village chiefs and a promi- 
nent Islamic teacher had been assassinat- 
ed in recent months. Nobody had been 
arrested for the murders, nor did anyone 
expect the police to solve them. 

When the village elders met to select a 
new headman, nobody wanted the job. 
Eventually, a reluctant chief emerged. One 
of the elders explained to me that the job 
was a balancing act between Thai authori- 
ties and unknown gunmen. He held a ball- 
point pen upright on the floor of the mosque 
veranda where we sat, and demonstrated 
the art of staying safely in the middle. Lean- 
ing too far in either direction could invite 
retaliation from the other side. 

To claim that nobody knows who is be- 
hind the separatist attacks, as villagers 
usually do when asked, is plausible, given 
the secrecy of the insurgency. A more like- 
ly explanation is that local residents know 
who is stashing weapons in their back- 
yard, but stay quiet for their own safety. 
That fear—or complicity—is the reason 
why Thai authorities appear helpless to 
stop the attacks, just as U.S. forces and 
their local proxies still struggle to combat 
Iraqi insurgent groups. 

Thai authorities say the southern in- 
surgency is a homegrown security threat 


beyond the remit of international jihadist 
groups. Some pundits would beg to differ, 
but no convincing proof has been found. 
Planting roadside bombs and beheading 
civilians are copycat tactics, not a sign of 
collaboration with outsiders. Thai insur- 
gents have trained in Indonesia and forged 
ties to Muslim rebels in Mindanao, accord- 
ing to Thai intelligence officers. Malaysia 
is a rear base, and an escape hatch, just as 
it was In previous uprisings. 

However, limited assistance doesn’t 
mean shared goals, such as the anti-West- 
ern agenda of Jemaah Islamiyah. The vio- 
lence in southern Thailand is shocking and 
relentless. But it doesn’t fit the “War on Ter- 
ror” rubric, which is one reason it ranks so 
low on the global security radar. The other 
is that the violence has been contained to 
the south, notwithstanding fears over a 
possible southern link to the unsolved New 
Year’s Eve bombings in Bangkok. 

But the U.S. is watching, and worrying 
about the spiraling conflict, which could yet 
spill over into a wider sectarian war. In 
April, Maj. Gen. David Fridovich, com- 
mander of U.S. special forces in Asia, of- 
fered to train Thai troops to combat the 
southern insurgency. His comment was 
noteworthy as the first such public offer to 
Thailand, a longtime ally. It also followed 
the suspension of U.S. military aid to Thai- 
land after the coup, as mandated by Con- 
gress. In response, junta leader Gen. Sonthi 
Boonyaratglin said Thai troops could han- 
dle the conflict, but added that he would ap- 
preciate U.S. assistance on tracking 
financial flows to southern militants. 

Thailand is anxious to keep the south- 
ern insurgency off the international self- 
determination agenda. To “internationalize” 
the conflict would be a disaster from Bang- 
kok’s perspective. Yet this only goes to con- 
firm that the area is an undigested colony 
of Bangkok, and its enemies are the equiva- 
lent of anticolonial rebels in Algeria or 
Chechnya. They may be bound by Islam, 
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but the resistance is driven more by hatred 
of outside rulers. Just as Algeria had its 
pied-noir population—French and other Eu- 
ropean settlers who were easy targets for 
terrorism—so Thailand must defend the 
Buddhist residents of the south. To do oth- 
erwise would be inexplicable to the coun- 
try’s overwhelmingly Buddhist electorate. 
While former Prime Minister Thaksin 
Shinawatra was all too ready to stoke na- 
tionalism and seek a military solution to the 
insurgency, Prime Minister Surayud Chu- 
lanont understands the need for a more bal- 
anced approach. He has the support of Gen. 
Sonthi, himself a Muslim, though not a 
southerner. But without a security lock- 
down, any peace initiatives will likely fall 
flat. Army officers say their troops are over- 
stretched in the south, where over 20,000 
soldiers are now deployed. But the military 
command is fixated on its political battles 
in Bangkok, where the stakes are higher. 
That leaves little oxygen for a serious de- 
bate on restoring security in the south. 
Mr. Surayud, who was installed by the 
military after last year’s coup, has empha- 
sized that peace-building and reconcilia- 
tion is the way forward. He has drawn 
selectively on the work of the National 
Reconciliation Commission whose find- 
ings were ignored by Mr. Thaksin. He has 
proposed holding more talks with rebel 
representatives in neighboring Malaysia. 
In April, he aired the possibility of an am- 
nesty for low-ranking separatists. But pre- 
vious talks have failed to stop the violence 
or convince analysts that the timing is ripe 
for a political settlement. Amnesties were 
useful for ending Thailand’s communist 
insurgency in the 1980s, when it was clear 
that the authorities had the upper hand 
and the rebels were demoralized. The op- 
posite is true today in southern Thailand. 
Where next for the troubled south? For 
all the bloodshed and mounting tensions, 
the separatist insurgency is reluctant to 
engage directly with Thai security forces 


and prefers to hit soft civilian targets. Nor 
has its bomb-making and reconnaissance 
skills increased dramatically, according to 
security analysts. That suggests that the 
conflict may keep simmering without ever 
reaching boiling point, or spreading out- 
side the ethnic Malay-Muslim homeland. 

Amore troubling scenario would be the 
outbreak of direct fighting between Bud- 
dhists and Muslims. So far the two sides 
have been kept apart, but a breakdown of 
order could lead to communal warfare. Be- 
leaguered Buddhists villagers have little 
faith in Bangkok’s olive branch and believe 
that they must defend their communities 
against attacks. Once militias take root, 
defense can quickly turn to offense in such 
an atmosphere. 

Army officers see no quick solutions to 
the conflict, only a long slog to regain con- 
trol and instill trust in residents in Bang- 
kok’s rule. In that context, Mr. Surayud’s 
peace initiative is useful, provided the 
elected successor to his current interim 
government signs on. The next govern- 
ment may not choose, however, to spend its 
political capital on the south. Any lasting 
settlement will probably hinge on demili- 
tarization coupled to an autonomy pack- 
age. But selling that idea to Thai nationalists 
may prove an insurmountable task for any 
government. 

To make up the numbers in the south, 
Thai authorities are using more rangers 
and local militia as auxiliaries. But these 
poorly trained and trigger-happy units are 
no match for disciplined regulars. Several 
shooting incidents in recent months, in- 
cluding revenge attacks on unarmed Mus- 
lim civilians, have inflamed local opinion. 
The result is a poisonous atmosphere that 
plays into the hands of the insurgents, who 
are steadily asserting their psychological 
hold on the Muslim population. Releasing 
that hold won’t be easy, unless Bangkok 
wants to give up on its century-old project 
in the south. = 
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East Timor’s 
Imperfect Election 


by Jill Jolliffe 





HE HIGH LEVEL of instabil- 
ity afflicting East Timor 
since independence in May 
2002 has its international 
partners wondering 
whether the new nation is suffering more 
than postindependence growing pains. 
Perhaps, they speculate, it is time to de- 
clare it a basket case. Of urgent relevance 
is whether the present cycle of scheduled 
elections, for a new president and parlia- 
ment, will change things. 

The country was rebuilt by the United 
Nations after Indonesia’s scorched-earth 
withdrawal from the former Portuguese 
colony in 1999. The first free elections were 
held in April 2001, with former guerrilla 
chief Xanana Gusmão becoming president 
with 82.7% of the vote. In August of that 
year, the liberation party, Fretilin, won 
government with 55 seats in the 88-seat 
parliament, under Prime Minister Mari 

Even before independence there was 
concern in U.N. circles that some institu- 
tions it had built were fragile, particularly 
in the justice and law-enforcement sectors. 
Alarms sounded in December 2002, when 





rioters attacked parliament and burned 
politicians’ homes and some businesses. 
The culprits have never been identified, but 
the issues they were acting out against in- 
cluded police brutality, alleged govern- 
ment corruption, unemployment and 
Portuguese as an official language. 

Despite consolidating revenues from 
the Timor Sea gas and oil fields which are 
exploited jointly with Australia (income 
from the fields is predicted to rise to $350 
million in fiscal year 2006), the Fretilin 
government has not attracted other steady 
investment. Discontent has grown as the 
economy stagnates. 

Last year these sentiments climaxed 
over government mishandling of a mutiny 
by soldiers from western regions who ac- 
cused army commanders of ethnic bias. 
Their rampage through Dili attacking gov- 
ernment buildings and burning the homes 
of easterners sparked months of political 
and ethnic violence. Then-Prime Minister 
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East Timorese line up to cast ballots in the eastern city of Lospalos on 
April 9, 2007. Around 20% of the electorate is under 24 years old. 


Alkatiri was forced to resign in June, after 
allegations, since shelved, that he armed ci- 
vilians to kill political opponents. 

The election underway in East Timor 
to replace President Xanana Gusmão, who 
has completed his term, is unlikely to cure 
the country’s chronic troubles. Its likely 
outcome is a mere trading of places be- 
tween government politicians. Even so, 
first-round results have served notice on 
the country’s long-time leaders that they 
are dealing with a more discerning elector- 
ate that should not be taken for granted. In 
the elections of April 9 this year, parliamen- 
tary speaker Francisco “Lu-olo” Guterres, 
of the governing Fretilin party, came in as 
most-voted candidate with 27.89% of the 
vote. Because he did not receive the 50% 
needed to win outright, he will compete on 
May 9 against Prime Minister José Ramos- 
Horta, who polled 21.8%. Mr. Ramos-Hor- 
ta is an independent who replaced Mr. 
Alkatiri when he resigned in June. 

In an interesting twist, the fate of this 
election lies to some extent in the hands of 
a fugitive former army major, Alfredo Re- 
inado, and his armed band of followers. 
The 41-year-old former head of military 
police is a hero to East Timorese youth, 
and to many others in the western districts 
where the Fretilin government stands ac- 
cused of discrimination. In May 2006 he 
refused orders from pro-Fretilin army 
leaders to fight against 600 mutinous fel- 
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low-soldiers from the west known as “pe- 
titioners.” Mr. Reinado and around 20 of 
his men instead took to the mountains 
with their guns. His saga continued 
throughout 2006, with an arrest by the 
Australian military peacekeeping force, a 
subsequent jailbreak and a series of press 
interviews from jungle hideouts. 

Events escalated in February of this 
year, and in early March five of Maj. Rein- 
ado’s men were killed in an attack on his 
base. The operation angered locals and in 
Dili his supporters lashed out. Tradition- 
ally pro-Australian, there was now an 
anti-Australian tinge to their rage. How- 
ever, greatest anger was reserved for Mr. 
Gusmão and the Ramos-Horta govern- 
ment. Maj. Reinado urged supporters not 
to vote either for the Fretilin party or Mr. 
Ramos-Horta on April 9. 

The story of Maj. Reinado, however, is 
only part of the picture. Another key issue 
involves Portuguese and Australian com- 
petition for postindependence influence, an 
issue linked to a drive for generational lead- 
ership change. The tragedy for East Timor 
is that during its most difficult years of 
postindependence growth, Australia and 
Portugal—two countries with grave re- 
sponsibilities in its botched decoloniza- 
tion—have never combined forces for the 
country’s good. During the troubles of 
2006, hate blogs sprang up in Dili, of which 
the Portuguese “East Timor Online” was 
most read. Its contributors defended the 
Fretilin leadership and Mr. Alkatiri, ac- 
cused Australia’s Howard government of 
staging a covert coup to seize East Timor’s 
oil riches, and fanned the flames of hatred 
for Australian soldiers. An anonymous en- 
try of Oct. 26 reads: “All Timorese who love 
their country must unite in a grand popular 
movement (easterners and westerners) to 
drive out the Australians, who’ve invaded 
and occupied, to steal your sovereignty.” 

The bloggers’ heroes are the Guarda Na- 
cional Republicana (National Republican 
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Guard), the militarized Portuguese police 
who patrol Dili streets alongside the Aus- 
tralians in an atmosphere of mutual dislike. 
These people do not reflect official Portu- 
guese opinion but rather the widespread 
fear in the Portuguese community that if 
the Fretilin government falls decisively 
they will no longer be welcome. Lisbon has 
cultivated close ties with Fretilin leaders 
since Indonesia’s 1999 withdrawal, in keep- 
ing with its foreign policy of developing cul- 
tural and commercial interests in all its 
ex-colonies, from Africa to Macau. 

Many of Timor’s younger generation are 
fiercely anti-Portuguese. They have noth- 
ing in common with Fretilin, and resent its 
choice of Portuguese as an official lan- 
guage. Educated under the Indonesian sys- 
tem and now unemployed, they see the 
language of the political elite as an instru- 
ment of their exclusion, and even tend to 
put Mr. Gusmão and Mr. Ramos-Horta in 
the same basket as former Prime Minister 
Alkatiri. In the current election approxi- 
mately 100,000 first voters—those who 
turned 17 since 2001—are registered to vote, 
representing a fifth of the electorate. 

On the Australian side, Prime Minister 
John Howard saw the 2006 violence as 
confirming an “arc of instability” to Austra- 
lia’s north threatening its well-being. 
Lumping East Timor with other potential 
“failed states” in the region, Canberra 
found new justification for regional inter- 
vention. His view was expressed on the 
ABC’s Asia Pacific program on Aug. 25, 2006 
thus: “It is overwhelmingly in our interest 
to stop states failing and to deal with ... an 
incipient failure with problems in our re- 
gion. I have very much in mind the exam- 
ples of East Timor, the Solomons, the worry 
I continue to have about Papua New Guin- 
ea, Vanuuatu....The rest of the world rightly 
says ‘this is Australia’s patch.” 

The statement suggested that Austra- 
lian foreign policy for this vastly different 
and complex nation remains as primitive as 


it was in the 1990s when Australia backed 
Indonesia’s military occupation. An anti- 
Australian chorus followed from Fretilin. 
When eastern demonstrators traveled to 
Dili to support Mr. Alkatiri, they carried 
slogans describing Australia as “commu- 
nist” (a catch-all phrase for anything bad) 
and calling on its troops to withdraw. 


Timorese Horse-Trading 


SO WHO WAS on the ballot of the April 9 
elections? There were eight registered 
candidates for the presidential office, 
ranging from Marxists to monarchists. On 
the fringes were candidates such as Aveli- 
no Coelho da Silva, a flamboyant Guevara- 
like personality who formed the Timorese 
Socialist Party (Pst) from a split with 
Fretilin. He won 2.06% of the vote and has 
asked his supporters to vote for Mr. Ra- 
mos-Horta in the second round. Another 
fringe candidate was monarchist Manuel 
Tilman, who polled 4.09%. He plans to en- 
dorse Fretilin’s Mr. Guterres. 

The sole female candidate was Lucia 
Lobato, an articulate deputy for the opposi- 
tion Social Democratic Party (psp). She 
polled 8.86% and joined veteran politician 
Francisco Xavier do Amaral in redirecting 
votes to Ramos-Horta for the run-off. The 
aged Mr. Amaral is a founding father of Ti- 
morese nationalism and of Fretilin, who 
now leads the Timorese Social Democratic 
Association (AspT). His candidature at- 
tracted 14.39% —double the asp’’s tally of 
7.84% in the 2001 parliamentary elections. 

Ms. Lobato and Mr. Amaral had a pact 
with Democratic Party (PD) candidate Fer- 
nando Lasama to give voting preferences to 
any one of this all-western trio who made 
it to the second round. Mr. Lasama, is seen 
as a political cleanskin and was expected to 
poll well enough to run against Mr. Guterres 
in the final round. He is unusual among for- 
mer resistance operatives in never having 


belonged to Fretilin, and has youth backing. 
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He served seven years in Jakarta’s Cipinang 
prison, alongside Xanana Gusmão, and won 
the 1992 Reebok Human Rights Award. 

Messrs. Lasama and Amaral took the 
lion’s share of votes in the western districts, 
partly due to endorsement from Mr. Rein- 
ado. Nationwide, Mr. Lasama came in third 
with 19.18% (the Democratic Party won 
8.72% in 2001). He alleged Fretilin rigged 
the vote against him in various districts of 
the territory. Six other candidates backed 
his claims, but evidence he presented was 
dismissed in court—just as his opponents 
dismissed him as a sore loser. 

A meeting of Democratic Party mem- 
bers on April 25 decided to back Mr. Ra- 
mos-Horta for the second round on May 9, 
guaranteeing his status as front-runner. 
There was a price, however—the Demo- 
cratic Party demanded that Mr. Ramos- 
Horta resume with Mr. Reinado, the rebel 
soldier. The request was accepted. Mr. Rei- 
nado and his armed band, it seems, were 
the backstage guarantors of the poll. 

Winning first-round candidate “Lu-olo” 
(Mr. Guterres) has been the parliamentary 
speaker since 2001. He had an unbroken re- 
cord of service with the guerrilla resistance 
during its 24 years in the bush, principally 
as a political commissar. He’s seen as an 
austere figure who lacks the popular touch, 
but has the advantage of being a family man 
with two children, which Fretilin cam- 
paign propaganda emphasizes. His 27.89% 
in the first round made him most-voted, but 
it was a big slump compared to Fretilin’s 
2001 parliamentary result (57.37%). In the 
second round on May 9 he can expect to 
glean up to 7% more from votes redirected 
from Joao Carrascalao and Manuel Tilman, 
but will otherwise depend for victory on 
stronger Fretilin mobilization. 

East Timor’s best-known politician and 
Nobel Peace Prize winner Mr. Ramos-Hor- 
ta served as foreign minister in the Alkatiri 
government after 2001, and replaced him 
as prime minister last year. He is an accom- 


plished diplomat who spent the occupation 
years abroad representing East Timor at 
the U.N. He was a founder of Fretilin but 
left in the 1980s when Mr. Gusmao formed 
a nonparty resistance front. He remains 
close to Mr. Gusmão, but is a political cha- 
meleon who has defended Mr. Alkatiri. 

Mr. Ramos-Horta’s 21.81% vote was won 
with the help of two groups: first, the UN- 
DERTIM party formed recently by charis- 
matic ex-guerrilla L7 (Cornélio Gama), who 
mobilized a sweeping eastern network to 
back his childhood friend against Fretilin; 
and second, the dissident Fretilin faction 
Fretilin Mudança (Fretilin Reform), led by 
Foreign Minister José Luis Guterres. 

Mr. Gusmao, who is forming a new par- 
ty to contest the 30 June parliamentary 
elections, persuaded Mr. Mudanga to back 
Mr. Ramos-Horta instead of fielding its 
own presidential candidate. (The outgoing 
president is planning to trade places with 
Mr. Ramos-Horta, by running for prime 
minister as head of the new party.) Some in 
the reformist group are disappointed, hav- 
ing expected their strategy would result in 
the Democratic Party’s Mr. Lasama being 
in the run-off, rather than two first-gener- 
ation nationalist politicians. 

It has been an imperfect election so far, 
but the first-round trend towards closing 
the unhealthily large gap between govern- 
ment and opposition parties means it has 
rung in some useful change. If the second 
round proceeds normally, Fretilin may suf- 
fer a substantial reverse in its fortunes as 
the electorate punishes its arrogance. Both 
leading candidates have been in touch with 
the once-reviled Mr. Reinado to propose a 
voter-pleasing peace deal. President 
Gusmåão’s bid to trade places with Prime 
Minister Ramos-Horta instead of meeting 
a promise to retire as a pumpkin-farmer 
means the younger generation will contin- 
ue to be frustrated by the behavior of older 
politicians, who they see as blocking mean- 
ingful change. Li 
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A Victim 


of Burma’s 


Boneheaded Rulers 


by Justin Wintle 





HE MAN SEATED in front of 
me drew his hand neatly 
and swiftly across his 
throat, spaghetti-western 
style. But if his straight- 
ened fingers were steady, his neck 
throbbed. He sweated profusely. He knew 
what was in store for him if the Thai au- 
thorities forcibly repatriated him, or if he 
was kidnapped and sent back to Burma, as 
had happened to others. 

Unlike most of the tens of thousands of 
refugees and economic migrants holed up 
in and around Mae Sot—an edgy, lawless 
town on the Thai-Burmese border that is a 
happy hunting ground only for aid workers 
and human-rights activists~Ya Nai had 
served a regime detested by a majority of 
his fellow countrymen. Eight months ear- 
lier he had been a captain in Burma’s mili- 
tary intelligence (M1), a main instrument of 
the regime’s brutally oppressive policies. 

But then, in October 2004, Khin Nyunt, 
Burma’s prime minister as well as the head 
of m1, had been ousted by his fellow gener- 
als. Than Shwe, the dictatorial senior gen- 
eral, had become wary of Khin Nyunt’s 
ambition, of his ease with foreigners, and 
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of the power base he had created in the 
heart of Burma’s extensive internal secu- 
rity apparatus. Under Gen. Khin Nyunt’s 
direction, MI had assembled dossiers on 
even the topmost army men. Both he and 
his outfit had therefore become a liability. 
Stripped of his many titles and offices, 
Khin Nyunt was thrown into Burma’s no- 
torious Insein Prison. Rumors circulated 
that he had been injected with brain- 
scrambling chemicals, ensuring he could 
never attempt a come-back. When subse- 
quently Khin Nyunt was released from In- 
sein and put under house arrest, such 
“leniency” was explained by passages sup- 
posedly favorable to Than Shwe in Khin 
Nyunt’s personal diary, seized at the time 
of his arrest. 

Both conjectures were probably fairy 
tales, but in a land where accurate infor- 
mation about its uniformed rulers is a rare 
commodity the fairy tale often does stand 
in for the truth. Not in doubt, however, 
was that following Khin Nyunt’s fall from 
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Burma’s supreme leader Senior Gen. Than Shwe receives a salute in 
Naypyidaw, the recently appointed capital city. 


grace, MI was systematically dismantled. 
Its offices were ransacked and truckloads 
of papers taken away by regular soldiers to 
be incinerated. Hundreds of former MI of- 
ficers and operatives were rounded up, in- 
terrogated and imprisoned without trial. 

Some evaded capture. Ya Nai (such at 
least was the name given me) was one of 
these. Like other m1 officers, he was dis- 
missed from service soon after Khin 
Nyunt’s downfall. He survived the first 
purge of MI by the Tatmadaw (Burmese 
army) and Special Branch, but knew it was 
only a matter of time before his turn came. 
Unmarried, he had returned to his parents’ 
home in Bassein, in December 2004. But 
then in May 2005 soldiers and police began 
visiting his house, asking about his where- 
abouts. Ya Nai decided to get out fast. 

He made his way to Moulmein, an old 
port city in the Gulf of Martaban southeast 
of Rangoon, then headed toward the Thai 
border. It took 10 days to cover less than 60 
miles: The terrain was mixed jungle and 
mountain, and there were Tatmadaw pa- 
trols everywhere. But he managed to be- 
friend some Karen rebels who, implacably 
opposed to the regime, were willing to 
overlook Ya Nai’s past. Anyone on the run 
from the junta merited their help. 

Ya Nai was escorted across the Thai 
border and taken to a Karen safe house—a 
reasonably smart new bungalow outside 
Mae Sot. It was there that, with the help 


of a Karen called Shelley, I interviewed 
him in June 2005. 

Dressed in a nondescript T-shirt and 
loose, camouflage-style trousers, Ya Nai 
had regular, alert-looking features. I could 
imagine that, among regime loyalists at 
any rate, he must have cut a dash with the 
ladies. But he was in bad shape psycholog- 
ically. He needed to talk. 

There was real fear in his eyes, not eas- 
ily forgotten. Excepting the victim of a 
landmine dying under a grimy blanket in 
a hospital in central Vietnam without the 
comfort of morphine in 1989, I had never 
before met a more petrified individual. Be- 
cause of his former occupation, he would 
be classified as a deserter. Even in Mae Sot 
he was by no means safe. Bodies are some- 
times observed drifting down the Moei Ri- 
ver that (at Mae Sot) marks the frontier 
between Thailand and Burma. In a frac- 
tious refugee community, old scores may 
be settled by bullet or knife. What Ya Nai 
wanted was a yet safer haven; and the wily 
Shelley had just the ticket. 

For Shelley’s scheme to work, all that 
was needed was some outsider like myself 
to quiz him. In the safe-house living room 
a video camera was ready and waiting, op- 
erated by a slightly thuggish Karen. 

“Make tape of your interview,” Shelley 
explained, “then send it to the Americans. 
America will help Ya Nai.” 

I glanced at Ya Nai, but Ya Nai seemed 
reconciled to this arrangement. “OK,” I 
said. “Just go easy on the editing.” 

Shelley laughed, as did Ya Nai (who 
spoke only broken English) when Shelley 
translated. At first, Ya Nai was slow to re- 
spond. Only when I stepped up a gear did 
he come alive. And this told me something 
about Ya Nai. Interrogation was his pro- 
fessional milieu, therefore the best way to 
get anything out of him was to interrogate 
him: quick-fire questions, with no let-up. 

He told me he started out as a regular 
soldier, trained at the elite Defence Ser- 
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vices Academy in Maymyo. By 2000 he 
was working as an infantry intelligence of- 
ficer. One tour of duty had taken him 
among the Wa people in Shan state, a re- 
gion of Burma notorious for its production 
of opium, heroin and methamphetamines. 
Was he aware that senior Tatmadaw offi- 
cers were involved in the drugs trade? Yes, 
he said, he had seen army men drug-deal- 
ing with his own eyes. 

“And you? What about you?” I asked. 

Ya Nai shook his head. 

“Are you sure?” I probed. 

“Sure. I had no time, no hours in the 
day. I was too busy with my work.” 

But it was not the Burmese narcotics 
trade that interested me so much as the 
process of interrogation itself. I asked Ya 
Nai about his mi training. Recruited by 
Khin Nyunt’s outfit in 2002, Ya Nai was 
given a 12-week intensive training course 
in counterintelligence at Mingalodon, near 
Rangoon’s international airport. His new 
job would be to assist in the identification 
and laundering of political dissidents—in- 
cluding members of Aung San Suu Kyi’s 
National League for Democracy. 

“I was taught that there are two kinds 
of political criminal, the soft and the hard,” 
he said. “In all cases I was trained to con- 
front those I interrogated with all the in- 
formation we had gathered about 
them—their background, their activities, 
their families, their friends, their political 
contacts. With the soft, we were to coax 
information and confessions out of them. 
Give them some water, give them a ciga- 
rette. Then let them talk. But if they were 
hard, we denied them water, we denied 
them food, we denied them cigarettes, we 
denied them sleep, and we kept asking 
them questions, hour after hour.” 

“Did it work?” I asked. 

“In most cases. After three days even 
the very hard may give in.” 

“And what about torture?” 

“You mean physical?” 
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“I think you know what torture 
means.” 

“I was not trained in torture.” 

“But torture was used by m1?” 

“Not so often,” Ya Nai answered, a dis- 
tinct note of pride in his voice. “The army 
and the police and prison officers used tor- 
ture, but not MI so much. We had our own 
techniques which were better.” 

“Don’t you think denying someone 
food, water and sleep a form of torture?” 

Ya Nai looked away from me, then said 
“Maybe you are right. I’m sorry.” 

“Sorry?” I countered. 

“Yes, sorry. I thought I was serving my 
country. I tried to serve my country. I be- 
longed to the system, but I believed the 
system was good. That is what we were 
taught. Now I know the system is bad. The 
way it has treated Khin Nyunt, the way it 
has treated his followers.” 

“So Khin Nyunt was okay was he?” 

Again Ya Nai averted his eyes, but I 
pressed the question. “I think now Khin 
Nyunt was just another general,” Ya Nai 
spat out. “They are all bad. But still I love 
my country.” 

It was untrue that MI only seldom re- 
sorted to the harsher forms of torture that 
are a hallmark of government in Burma, but 
I let that pass. In his own terms Ya Nai was 
“soft”, or had become so. I offered him a 
cigarette and for several minutes we joked 
and laughed. Whatever had happened to 
him, or whatever he thought was about to 
happen to him, Ya Nai had not lost an ordi- 
nary, human capacity for merriment. 

But Shelley was growing impatient. 
Telling his Karen colleague to switch off 
the video camera, we discussed Ya Nai’s 
prospects—they were not that bright. Giv- 
en his mi background, it was unlikely that 
Ya Nai would get what most refugees 
sought: political asylum in the West. 

Since the 1960s the Thais have experi- 
enced wave after wave of refugees—Cam- 
bodians, Laotians, Vietnamese and now 
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thousands upon thousands of Burmese. It 
was the price Thailand paid for being pros- 
perous and relatively stable in a region of 
instability. But because of the burgeoning 
Burmese influx, the Thais were reluctant 
to cooperate too closely with the UNHCR 
(United Nations Human Rights Commis- 
sion), the body chiefly responsible for help- 
ing asylum seekers internationally. If 
Thailand did cooperate, then the “pull fac- 
tor” kicked in. Yet more refugees would 
flood across the Burmese border, their ex- 
pectations raised, and Thailand’s still de- 
veloping economy would be stretched 
beyond the limit. An added complexity 
was that, under the venal leadership of 
then Prime Minister Thaksin Shinawatra, 
Thailand was keen to exploit lucrative 
trade relations with Burma. To smooth 
things over, Thai officials sometimes ac- 
ceded to the junta’s requests to repatriate 
this or that refugee, no questions asked. 

Once the regime got wind of Ya Nai’s 
presence in Mae Sot, it would want him 
back too. Uncle Sam began making sense: 
The Americans might find Ya Nai useful 
for their own intelligence purposes. “So 
maybe offering him to the cia is the an- 
swer,” I surmised out loud. 

At once Shelley’s face lit up. He’d 
thought about the U.S. mainly because of 
Washington’s support for a tranche of émi- 
gré Burmese antiregime, pro-democracy 
groups. But evidently the cra itself had not 
occurred to him. 

“It’s just a joke,” I said. 

“But you are going to Chiang Mai to- 
morrow?” Shelley riposted. “Can you 
speak to someone?” 

It was true I was on my way to Chiang 
Mai where the United States has a consul- 
ate. Because Ya Nai was equally enthusias- 
tic, I acceded to Shelley’s request. Though 
there might be nothing to gain, there was 
little to lose; and, even though it crossed my 
mind that Shelley was placing himself in 
line for a finder’s fee, Ya Nai himself had 


shown remorse. He may have deserved to 
be interrogated for 40 days, or 10 times that 
number, but he did not deserve the other 
horrors that awaited him back home. I duly 
rang the U.S. consulate in Chiang Mai and 
spoke to a consular official. 

“You don’t have to take this seriously,” I 
began, “but I gave someone my word, so 
please give me two minutes of your time.” 

The consular official heard me out. 
There was a pause, before he drawled: “Do 
you have a contact number for this guy?” 

I gave him Shelley’s mobile. 

I grew up reading Graham Greene—Our 
Man in Havana, The Quiet American and 
other of his novels about seedy, vicious re- 
gimes, and the profoundly disingenuous 
characters who inhabit them; but I never 
anticipated that, five years into the 21st cen- 
tury, such regimes should continue to exist. 
Nor did I imagine I would play the part of 
unpaid freelance recruiter for the CIA. 

What eventually happened to Ya Nai I 
have no idea. The official wasted no time 
cutting me out of the loop. I also lost con- 
tact with Shelley, whose mobile soon went 
out of commission. I hope Ya Nai got the 
lifeline he wanted, but fear otherwise. In 
the two years that have elapsed since we 
encountered each other, little in Burma 
has improved. A host of independent agen- 
cies continues to report widespread hu- 
man- rights violations, and the Tatmadaw 
has successfully rebuilt the domestic intel- 
ligence operation formerly run by M1. If for 
any reason, or by whatever means, Ya Nai 
returned to his homeland, I doubt that he 
still alive. In the short time I spent with 
him, I grew to like ex-m1 Captain Ya Nai. 
Both his fear and his desire to live were 
palpable. It’s easy to dismiss a corrupt re- 
gime’s underlings as equally corrupt, but 
underlings are no more privileged in the 
life-choices they make than the targets of 
the regime’s violence. Ya Nai was just an- 
other victim of Burma’s sorry clique of rul- 
ing boneheads. = 
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Japan Emerges From 
Its Trade Shell 


by Akihiko Tamura 





KEPTICISM GREETED Ja- 
pan’s plan for greater inte- 
gration of economic 
activities when it was an- 
nounced at the Asean Plus 
Three Economic Ministers Meeting and at 
the East Asian Economic Ministers Meet- 
ing, both of which took place last August in 
Kuala Lumpur. The cynicism sprang from 
the mistaken belief that Japan was merely 
playing catch-up with an ambitious Chi- 
na—Beijing has been engaged in signing a 
host of free-trade agreements with nations 
and organizations in the Asia-Pacific re- 
gion. Specifically, China signed an FTa with 
the Association of Southeast Asian Nations 
for goods (in 2004) and for services (in 
2007). In addition, China has been actively 
involved in the proposed Asean Plus Three 
FTA (also known as the East Asian Free 
Trade Area, which is still in the feasibility- 
study stage). Both of these actions by 
Beijing—in particular the former—served 
as abrupt wake-up calls for Tokyo, promot- 
ing Japan to buck up and grab on to the 
East Asian FTA bandwagon. 

The initial tepid response to the Japa- 
nese proposal—known by the acronym CE- 





PEA (Comprehensive Economic Partnership 
in East Asia)—could be partly attributed to 
the early onset of FTA-fatigue. Asia is awash 
with FTAs and EPAs (economic partnership 
agreements) so much so that it has become 
increasingly difficult to decipher one acro- 
nym from another in the tangled mess that 
is the Asian “noodle bowl” of trade agree- 
ments. But more significantly, the luke- 
warm reaction was probably due to doubts 
as to whether Japan really has what it takes 
to lead regional economic integration. Ja- 
pan—with its history of protecting certain 
sectors such as agriculture—could hardly 
be held up as a shining example of a free- 
trade advocate. 

But by the end of 2006, there was a 
marked increase in the amount of atten- 
tion given to the proposal, with some Asian 
nations beginning to warm to Japan’s pro- 
posal. This led to the decision at the East 
Asia Summit (cas) in Cebu in January 
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2007 to launch a feasibility study on the 
proposal. 

It could be that Asean member states 
and other countries in the region began to 
warm to the CEPEA proposal at the start of 
2007 because it gradually dawned on them 
the huge potential such an agreement of- 
fers in terms of its anticipated economic im- 
pact. According to the Ministry of Economy, 
Trade and Industry (METI), at stake is the 
chance to boost the app of participating 
states by an estimated 25 trillion yen ($208 
billion). Currently, there are 3.1 billion peo- 
ple living in the area cov- 
ered by CEPEA, with a 
GDP of $9 trillion. 

Tokyo’s vision for 
economic integration in 
the region, however, 
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regime that would cover 
enormous populations 
and a broad range of eco- 
nomic activities. There 
is much more to it than 
that. Successful imple- 
mentation of the plan— 
and the fullembracement 
of its underlying philosophy by Japan— 
could fundamentally influence in a signifi- 
cant way the economies of Asia, including 
that of Japan, and even effect the global 
economy, too. 

So what is Japan’s proposal and what 
makes it so special? The goal of CEPEA is to 
create an efficient, mature market-econo- 
my area encompassing the 10 member states 
of Asean, plus Japan, China and South Ko- 
rea, as well as India, Australia and New 
Zealand. Or, put another way, the agree- 
ment would mirror the current member- 
ship of the EAS. 

According to Japan’s blueprint, the 
agreement would, as its name suggests, be 
a “comprehensive” one both in terms of the 
sectors covered (trade in manufactured 
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goods, services, investment, etc.) and—per- 
haps more noteworthy—in terms of how Ja- 
pan defines its potential FTA/EPA partners. 
Notably, the decision to include India marks 
a new departure for Japan into relatively 
uncharted territory, as Japan looks to in- 
clude countries that—even though they may 
not currently constitute a close fit for eco- 
nomic integration—nonetheless display 
strong signs of evolving into important eco- 
nomic partners in the future. It is this nod 
to future potential that is one of the more 
interesting aspects of CEPEA in that it seems 
to suggest a more for- 
ward-looking approach 
toward economic inte- 
gration on Japan’s part 
than has been the case in 
the past. This is espe- 
cially remarkable when 
one considers that, to 
date, proposals for eco- 
nomic integration in 
Asia have tended to fo- 
cus on the creation of ar- 
rangements that reflect 
de facto economic inte- 
gration. In other words, 
these proposals are an 
attempt to design a structured framework 
to cover existing flows of trade and invest- 
ment as opposed to future or potential 
flows. In contrast, CEPEA tries to incorpo- 
rate future flows of trade and investment, 
as the inclusion of India shows. 

Yet even these details are not sufficient 
to mark CEPEA apart from the multitude of 
FTAs and EPAs that are already signed or 
are in the process of being negotiated. To 
uncover the true significance of the plan, 
we need to compare and contrast the sen- 
timents expressed in CEPEA with the tra- 
ditional stance that Japan has taken with 
regard to global economic activities. CEPEA 
is premised on a different paradigm from 
previous economic arrangements in the 
region. Up to now, regionalism in East Asia 





e) 


pa 
gpp 


Pa 


HADI FARAHANI 


48 FAR EASTERN ECONOMIC REVIEW «~ May 2007 


was driven by nations’ responses to per- 
ceived threats from other trade blocs such 
as the European Union and the North 
American Free Trade Agreement. As such, 
trade agreements have tended to be both 
reactive and exclusive. But CEPEA is differ- 
ent in that its goal is not just to set up a 
regional trade bloc. Instead, it’s my view 
that CEPEA is outward-looking in nature 
and this inherent characteristic will result 
in spurring other countries—or even re- 
gions—to pursue proactively economic in- 
tegration with East Asia. This phenomenon 
has already manifested itself. The fact that 
CEPEA was embraced by Eas members in 
late 2006 apparently elicited a formal pro- 
posal by the United States on an FTA cover- 
ing the Asia-Pacific Economic Cooperation 
members, which was unveiled at the APEC 
Leaders’ meeting in Hanoi in November 
2006. Leaders, including the ones from 
EAS members (except India which is not an 
APEC member), agreed to undertake stud- 
ies on the proposal. 

Should this domino effect continue, the 
result could be the formation of a larger 
trade regime that would encompass devel- 
oped countries and emerging economies, 
which, while not quite to the scale of mul- 
tilateral bodies such as the World Trade Or- 
ganization, could nonetheless serve as an 
effective trade regime. 

As described, CEPEA is both forward- 
looking and outward-looking in nature. I 
would like to take particular note of this 
spirit embedded in CEPEA—one which is 
not discernable in any other bilateral FTA/ 
EPAS engaged by Japan to date—and call it 
“extrovert regionalism.” This “extrovert” 
trajectory per se is particularly crucial for 
Japan—much more than individual trade 
agreements—because it is this spirit that 
could tremendously affect the dynamism 
of the Japanese economy. 

It is normally argued that a trade agree- 
ment, if properly formulated, could have a 
positive impact on the domestic regulatory 
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reform of the participants and thus could 
further invigorate the economies of partic- 
ipating countries. However, it should be ac- 
knowledged that trade agreements—which 
are basically collections of rights and obli- 
gations aimed at freeing up trade—have 
their limits. For Japan, sectoral (or vertical) 
regulations only partly explain the insuf- 
ficient dynamism of its economy. Cross-sec- 
toral (or horizontal) regulations such as 
competition law, labor law, educational sys- 
tem, etc., are also to blame. Furthermore, 
nonregulatory factors such as complacent 
mindsets, including Japan’s almost knee- 
jerk reaction to curb competition, play a 
role. This mindset originates from the in- 
ward-looking mentality which is frequent- 
ly found in all strata of Japan society, and 
results in apathy toward global realties. 

Therefore, the most effective, if not the 
fastest-acting, prescription that Japan 
needs to take is to formulate public policy 
which would irreversibly foster an “extro- 
vert” mindset, i.e., being mindful of the re- 
alities on the globe, not just within her 
territory and not just within East Asia, so 
as to help all sections of Japanese society 
optimize their thinking and behavior in the 
global context. Thus Japan’s “extrovert re- 
gionalism,” if appropriately and tirelessly 
implemented, could affect other public-pol- 
icy fields and transform Japan as a whole. 

Of course, extrovert regionalism is not 
the only trade policy with an extrovert tra- 
jectory built in. Another typical example is 
multilateralism. However, the extrovert re- 
gionalism is a course which Japan has ac- 
tively pursued. Therefore, it seems that 
extrovert regionalism could be more force- 
ful and result in a seismic change to the 
Japanese mindset. 

Japan’s new extrovert trade policy could 
play a vital part toward facilitating this 
much-needed change. A reformed and new 
Japan could then embark on a path of spur- 
ring further economic growth for Asia and 
the global community as a whole. if 


Japan Emerges From Its Trade Shell 


ARAL NLR NRA REAPER a ete A OOTP RN 








=> DEMOGRAPHICS AND PENSIONS == — 


Older, Wiser, Poorer? 


v , "> 
"A : 





Don’t Worry, Make Babies 


by Yoshinori Ohno 


HE JAPANESE ARE living longer. 
This is one of the greatest achieve- 
ments of our society. Long life is a 
great pleasure of mankind. And we should 
not turn this pleasure into anxiety. 

On the other side of the coin, we are now 
facing the serious problem of extremely low 
birthrates. Take a look at the baby-boomer 
era for example: At that time the nation’s 
birthrate was 4.3 children per woman. In 
1965 it was 2.14, and it declined dramati- 
cally to a record low of 1.26 in 2005. (Data 
released in January 2007 show a slight in- 
crease last year to 1.29; however, this is still 
far below the level necessary to maintain 
the population.) This means Japan’s popu- 
lation could be halved within a century. We 
have already passed the point of no return. 
In 2005, Japan’s population began to de- 
cline for the first time in the history, drop- 
ping by 4,361 people. 

An aging society with fewer children 
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brings a host of problems. The sustainabil- 
ity of the pension system is jeopardized. 
Japan will also suffer from a labor short- 
age that will serve as a depressing factor 
for its economy, and will necessitate the 
introduction of foreign labor. To address 
these issues related to the aging of society, 
Japan first needs to reform its pension sys- 
tem, and, second, implement policies to 
improve birthrates. 

The pension system of Japan was re- 
formed in 2004. This author pushed for- 
ward this reform as president of the 
Pension Reform Committee of the Liberal 
Democratic Party. The main purpose of 
the reform was to make the pension sus- 
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tainable for 100 years to come. If the gen- 
eral populace were of the opinion that our 
pension system was not sustainable, then 
this would serve to considerably under- 
mine the system, as people would lose 
their trust in it. We had to cut down ben- 
efits and increase contributions in order to 
make the system sustainable. 

It is widely said in Japan that a pension 
is a gift from the younger generation to 
their parents and grandparents. However, 
because of a rapidly aging society with few- 
er children, the system is becoming unfair 
between generations. In the case of em- 
ployees’ pensions, people of my age (I was 
born in 1935) are to receive benefits equal 
to eight times their paid-in contributions, 
but people born in 1985 and 
after will only receive ben- 
efits equal to 2.3 times 
their contributions. 

One way to maintain 
fairness among genera- 
tions would be to change 
the current pay-as-you-go 
system to a fully funded 
one. However we should 
maintain the pay-as-you- 
go system, because a major 
drawback is that the fully funded system is 
vulnerable to asset-price fluctuations. 

The present pension system is rather 
complicated and does not meet the re- 
quirements of changing lifestyles. For ex- 
ample, there are three pension systems: 

æ Category one. This is the national 
pension. This directly applies to people 
who are not covered by category two or 
category three, and implicitly covers peo- 
ple in categories two and three as well. 
Category one contributions are expressed 
in absolute value, currently around 14,000 
yen ($117) per month 

æ Category two. The employees’ pen- 
sion and is divided into: pensions for those 
working for private companies; public ser- 
vice mutual aid (covering employees of na- 
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tional and local government); and 
private-school teachers’ and employees’ 
mutual aid. Efforts are under way to unify 
these three kinds of employee pensions 
into one. 

Contributions under category two (em- 
ployees’ pension) are expressed as a per- 
centage of received salary. The contributions 
of employees’ pension implicitly include 
both the contributions for the employees’ 
pension and the national pension. On top of 
this, the contribution for employees in- 
cludes an additional contribution for the 
national pension of their spouses. 

æ Category three. This covers the spous- 
es of category-two participants. 

As is evident from the above, this is a 
complicated system and is 
one that causes a host of 
serious problems. For ex- 
ample, should a spouse in 
category three decided to 
take up employment, then 
he or she would have to 
pay the contributions for 
employees’ pension, and 
for the national pension— 
a contribution that is al- 
ready implicitly paid by 
their spouses. This is ridiculous. The first 
thing we have to do is to draw a demarca- 
tion line between the national pension and 
the employees’ pension. In other words, ev- 
ery Japanese should pay a set contribution 
to the national pension, irrespective of 
which category he or she belongs to. 

The national pension system should be 
the same for all Japanese citizens, wheth- 
er they belong to category one, two or 
three. On the top of the same national pen- 
sion, we have to reconstruct the employ- 
ees’ pension, 

In 2004, we decided to raise the pro- 
portion of the national pension paid for 
through taxes to 50%, up from one-third. 
However, I believe that the national pen- 
sion should be completely financed 








Japan needs more children in order to stave off labor shortage and 
sustain the pension system. More spending on child-care could help. 


through taxes. The structure of a new na- 
tional pension should be revised so as to 
make the system fair and understandable. 
Those whose incomes exceed a certain 
level should not be entitled to receive the 
benefits of the national pension. 

Another serious problem lies in the fact 
that the cost of collecting contributions 
from pensioners under category one is very 
high, and nearly one-third of those under 
category one do not pay these compulsory 
contributions. Therefore, it is very impor- 
tant for all Japanese citizens to be made to 
stand on their own feet, and become more 
aware of the benefits of the national pen- 
sion—namely that pay-outs will be 1.7 times 
larger than paid-in contributions. The gov- 
ernment should create more publicity 
around this. Money should not be wasted 
on collecting unpaid contributions. Instead, 
that money should be channeled into im- 
proving the pension fund. Further, all ad- 
ministration costs of the fund should be 
borne by the government. Currently, part 
of the paid-in contributions is spent on pay- 
ing for the administration of the pension 
system. Stop that practice! Public pension 
funds are different from commercial ones. 


The Baby Gap 


IN A NUTSHELL, the fundamental solution 
to maintaining the sustainability of pen- 
sions is to produce more babies. Let me 
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first analyze why young Japanese couples 
have fewer children. The average age of 
first marriages is rising. For Japanese girls, 
the age of first marriage was 24 about four 
decades ago. Now it is 27. At the same time, 
we can observe a significant difference in 
the average age of girls’ first marriages ac- 
cording to the area where they live. In To- 
kyo, 60% of girls aged 25 to 29 are 
unmarried, while in Akita prefecture only 
30% of females of the same age group are 
unmarried. 

About 40 years ago, there was seem- 
ingly a pressure on Japanese girls to get 
married before the age of 25. If they were 
not married before 25, they were likely to 
be called “left-over Christmas cake.” They 
looked beautiful for sure, but no one would 
buy them after Dec. 25. This expression 
disappeared a long time ago. Now the time 
has come for those who are called “para- 
site singles.” This term refers to young- 
sters that work, but live with their parents, 
relying on them for everything including 
meals. They spend what they earn to enjoy 
themselves, for example, by traveling over- 
seas. Generally, these youngsters hope 
they will get married to boys who earn 
more than they do. 

What do those young boys think about 
marriage? Many of them are from outside 
metropolitan Tokyo, and come to the capi- 
tal to secure employment. In Tokyo, they 
work and at the same time they enjoy their 
free time. Therefore, they tend to feel mar- 
ried life may restrain their free time. Boys’ 
average age of marriage is also rising. 

Long working hours also help to push 
down birthrates. In France, husbands are 
supposed to come back home by 8 p.m. 
Wives can usually reach home by 6 p.m. 

In addition, in Japan, men do not share 
housekeeping duties. Japanese husbands 
share only 5% of the total household chores 
on average, while in Norway, for example, 
the husband’s share is 40%. This exerts a 
heavy burden on Japanese wives’ shoul- 
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ders. As a result, they do not like to have 
more babies. The high cost of education is 
also a factor in low birthrates, as is the av- 
erage size of Japanese houses. In Tokyo, 
average living space per person is only 29.8 
square meters, while the highest average 
living space in the country is 49.3 square 
meters in Toyama prefecture. 

In 2005, just one prefecture out of 47— 
Fukui prefecture—saw an increase in its 
birthrate. What are the factors contribut- 
ing to the improving birthrates of Fukui? 
In my analysis, in Fukui the percentage of 
families that live with three generations 
under the same roof is the highest of any- 
where in Japan. Under such circumstanc- 
es, babies can be taken care of and dinner 
can be prepared by the hands of grand- 
mothers. Thus, the ratio of working wom- 
en is also the highest. In turn, this enables 
families to afford the cost of education for 
their children. 

Regarding the size of living space for 
one family, Fukui is the second-largest, be- 
hind Toyama prefecture. In Fukui, the un- 
employment rate is the lowest, and 
surprisingly, the ratio of life-insurance 
contracts per family is the highest in Ja- 
pan. You cannot buy love with money, but 
you can show the sentiments of love with 
money. Through three generations living 
under the same roof, sentiments of love of 
family are spreading out. 

Thus, I would like to say out loud, 
“Young man! Return home! Live together 
with your parents or nearby your parents.” 
However, if there is no job for a young man 
back home, then such a refrain holds little 
meaning. Therefore, we should push for- 
ward policy measures that will create 
more jobs for young people in areas out- 
side of major cities. How to create jobs and 
attract young people to come back home is 
a task that politicians should tackle in or- 
der to solve the problems involved in deal- 
ing with an aging society and fewer 
children. 





We have already implemented policy 
measures intended to boost birthrates, 
such as extending the period of child-rear- 
ing leave, promoting shorter working 
hours, securing various types of employ- 
ment, fulfilling child allowances and in- 
creasing the number of nursery schools. 
Yet more money should be appropriated for 
child-care. In my analysis, expenditures 
for child-care should be raised up to the 
level of expenditures for care of the aged. 

Another possible reform is a drastic 
change of the income-tax system. An in- 
come-tax system designed to give an in- 
centive to have a large family was 
introduced in France some years ago—the 
“Family Quotient System.” Since then, the 
special birthrate in France has greatly im- 
proved. The French system works as fol- 
lows. The incomes of all the members of 
the family are added up, and the total in- 
come is divided by the number of family 
members. That is the tax base for income. 
In other words, if you have a large family, 
your income-tax burden would be small. 
When we consider introducing sucha sys- 
tem to Japan, we may consider a system 
where the grandparents or aged people 
can be counted as the number to calculate 
the income-tax base (in the original 
French system, grandparents are not 
counted). 

Junichiro Koizumi, former prime min- 
ister of Japan, did a wonderful job in the 
field of structural reform. We should con- 
tinue our reform efforts based on econom- 
ic principles so that everything is carried 
out in an effective and transparent man- 
ner. However, we cannot survive only with 
effectiveness and transparency. I believe 
the time has come to place more impor- 
tance on education and social security. In 
this context, I earnestly hope that Prime 
Minister Shinzo Abe will place the great- 
est importance on social security—namely, 
pensions, medical care, elderly care and— 
importantly—child-care. 2 








India’s Innovative 
Pension Plan 


by Mukul G. Asher 


ECENT PROGRESS IN implement- 
ing India’s innovative pension 
initiative, the New Pension Sys- 
tem, demonstrates the truth of the famous 
adage by Keynes that “the power of vested 
interest is vastly exaggerated compared 
with the gradual encroachment of ideas.” 
It has taken dedicated efforts for more 
than a decade by a large crosssection of 
people, to move from conceptualization, 
policy dialogue, persuasion and detailed 
practical studies to the initial stage of ac- 
tual implementation of the nps. 

It was the previous government, the 
National Democratic Alliance, which in 
2002 decided to implement the NPs for all 
civil servants (except armed forces) em- 
ployed by the central government begin- 
ning Jan. 1, 2004. The current government, 
United Progressive Alliance, has been in- 
clined to continue the initiative, but has 
been constrained by its dependence on 
left-wing parties for its political survival. 

The nes is a defined contribution scheme 
under which the employee and the govern- 
ment as employer each contribute 10% of 
the salary, without any ceiling. The com- 
bined 20% contribution cannot be with- 
drawn until age 60, thus ensuring that the 
employee will benefit from the power of 
compound interest over a prolonged period. 
Each member has an individual account, 
making the pension accumulations porta- 
ble. A member can make additional manda- 
tory contributions, though these will not be 
matched by the government as an employer. 
Such additional contributions need not be 
retained until age 60. 

At retirement, at least 40% of the ac- 
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cumulated balance must be used to pur- 
chase an annuity. The remaining may be 
withdrawn as a lump sum to meet nonre- 
tirement needs such as paying for a child’s 
marriage or other business, health or so- 
cial obligations. These arrangements pro- 
vide only a limited protection against 
inflation risk (.e., erosion of real value of 
annuity due to inflation) and longevity risk 
(i.e., the risk that the pension wealth may 
run out before a person dies). They also do 
not address the need for survivors’ bene- 
fits. It is anticipated that these limitations 
will be addressed through risk-pooling ar- 
rangements over time. This in turn will re- 
quire more robust and affordable annuity 
markets than currently existing in India. 


Inside the NPs Machine 


THE KEY OPERATIONAL elements of the 
NPS are at least one Central Record-keep- 
ing Agency (CRA), a set of Pension Fund 
Managers (PFMs), and a large number of 
Point of Presence (PoPs) agencies. The 
main function of the CRA is to undertake 
all the record-keeping and provide direct 
access to the Nps member. It is well known 
that this record-keeping function exhibits 
economies of scale, but requires initial 
capital investments. It is for this reason 
that initially only a single CRA is to be ap- 
pointed. 

The prMs will offer a limited set of 
schemes with varying risk-return profiles 
reflecting different combinations of gov- 
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ernment securities, corporate bonds and 
equity shares. Initially, the prms are likely 
to be public-sector institutions, though 
their mandate will be based on competi- 
tive bidding. The prMs will act as special- 
ized fund managers, but the assets in 
which the investments are made will be 
segregated with acustodian. Thus, failure 
of the prMs will not impact the assets of 
the Nps members. International diversifi- 
cation is currently not permitted, but this 
is expected to change over time. With In- 
dian companies rapidly globalizing, indi- 
rect exposure to global 
economic trends will how- 
ever arise even at the ini- 
tial stage. 

State governments 
may mandate that their 
employees join the NPs. 
Currently 19 out of 28 
states have adopted the 
NPS. All levels of govern- 
ment combined currently 
employ about 17 million 
civil servants. It is only 
gradually over the next three decades that 
the Nps will become the dominant pension 
system for civil servants, providing ample 
transition time for all parties involved. 

The NPs is not confined to the govern- 
ment employees. Any individual can join, 
and benefit from access to the Nps architec- 
ture. Thus, Nps combines mandatory and 
voluntary membership. This has the poten- 
tial to increase coverage and lead to more 
rapid accumulation of pension assets. How- 
ever, it is essential that along with growing 
pension assets, supply of investment-grade 
debt and equity instruments issued by both 
the private and the public sector also in- 
creases. This will bring depth to India’s fi- 
nancial and capital markets and permit 
better risk management. 

The overall architecture of the NPs will 
be supervised by the Pension Fund Regu- 
latory and Development Authority. The 
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word “development” in the name is in- 
structive as the intent is to substantially 
increase the accessibility of pension prod- 
ucts, particularly to those in the informal 
sector, and to ensure professionalism 
among all elements of the pensions indus- 
try under its purview. The nrs is therefore 
scalable and flexible. This will help in the 
development of the micropension prod- 
ucts suitable for those with relatively low 
savings (as low as $1.5 a month) undertak- 
enon an irregular basis. The prrpa should 
have a separate wing to regulate and de- 
velop the micropensions 
sector. 

In anticipation of quick 
passage of the PFRDA bill in 
2005, the government set 
up an interim PFRDA. The 
chairman and members of 
the PFRDA are appointed 
for a five-year term, and 
therefore their appoint- 
ments need not coincide 
with political cycles. Yet 
the leftist partners in the 
government continue to object to the pass- 
ing of the PFRDA Bill. This has forced the 
central government to begin the process of 
implementing the NPs for central-govern- 
ment employees only since this is some- 
thing they can do without parliamentary 
approval. The same applies for state gov- 
ernments. Implementation of the scheme to 
cover nongovernment employees will have 
to await passage of the bill. 

The interim PFRDA has appointed a 
CRA; and will be appointing three fund 
managers by end of May 2007 through a 
bidding process. All three are expected to 
be from the public sector. The competitive 
bidding process however should help en- 
sure that the fund-management fees are as 
low as possible. Once the PFRDA bill is 
passed, the private-sector fund managers 
are also expected to be permitted to bid. 
The pFRDA will need to closely coordinate 





with the Insurance Regulatory and Devel- 
opment Authority (RDA), as annuities to 
be provided by the insurance companies 
are required in the payout phase. The 
transaction costs in this phase are also rel- 
evant for retirement security. 

There are currently about half a mil- 
lion members of the Nps, with estimated 
assets of $400 million. A recent FICCI (Fed- 
eration of Indian Camber of Commerce 
and Industry)-KPMG paper projects that 
pension assets of the Nps may reach $95 
billion by 2025. Other estimates put the 
NPs membership and assets much higher. 


India’s Ephemeral Youth 


INDIA’S NEED FOR pension reform arises 
from demographic trends, low coverage of 
the current social-security system (only 
about 20% of workforce is covered by at 
least one element of the system), and fiscal 
considerations. The favorable demograph- 
ic profile is expected to at least help main- 
tain India’s current savings to GDP ratio of 
slightly over 30%. With high growth, the 
absolute amount of savings to be interme- 
diated through financial and capital mar- 
kets will also increase. The NPs can assist 
in channeling the savings into growth-en- 
hancing investments. 

Financial-sector leaders anticipate that 
over the next three years, India’s private 
sector will invest an unprecedented $500 
billion in infrastructure and manufactur- 
ing projects. Even though India currently 
has a young demographic profile, the num- 
ber of people above 60 will rise rapidly 
from 87.5 million in 2005 to 110.5 million 
in 2010. As today’s young cohort becomes 
old, the number of elderly will rise to 330 
million by 2050, equivalent to India’s total 
population at the time of independence in 
1947. These are staggeringly large num- 
bers requiring a pension architecture 
which is sealable in both numbers and as- 
sets, and sustainable. 





India’s labor force of about 460 million 
people is growing rapidly. India’s $1 tril- 
lion economy is undergoing rapid struc- 
tural change, generating livelihood 
opportunities in many new areas, even as 
traditional occupations are being trans- 
formed. Most new job opportunities are in 
the informal sector, where traditional em- 
ployer-employee relationships are less val- 
id. Consistent with the world-wide trend, 
the use of nonpermanent workers is also 
growing in India. 

Traditionally, pension systems have 
been based on long-term employer-employ- 
ee relationship. As this is changing, a pen- 
sion system should facilitate labor mobility 
and opportunity for those in the informal 
sector, not all of whom are necessarily in 
the low-income bracket. Retirement-risk 
management should involve reasonable 
choice in pension products and providers at 
affordable transaction costs within an over- 
all framework in which there is high degree 
of confidence. Thus PFRDA’s role in ensuring 
transparency, accountability and compe- 
tence by all the organizations in the pen- 
sions industry is especially relevant. 

In a defined contribution scheme, the 
importance of financial literacy cannot be 
overemphasized. The pFRDA should en- 
sure that part of the revenue it eventually 
obtains from its regulatory activities is de- 
voted to cooperative efforts to enhance 
financial and pension literacy. 

The possible adverse economic conse- 
quences of continuing with traditional civ- 
il-service pension arrangements lay behind 
the NPs. Civil servants constitute 3% of In- 
dia’s labor force but their pension liabilities 
are close to 2% of Gpp—and this figure is 
projected to increase. Such high and rising 
expenditure not only make the task of 
achieving appropriate fiscal balance more 
difficult, but they also have the potential to 
crowd out expenditures on infrastructure, 
education and health that are needed for 
future growth. The Nps has put a cap on 











this liability. In the short run, government 
expenditure on pensions will increase. For 
newly recruited civil servants, government 
contribution must be paid every month, and 
the government still needs to pay pensions 
to current retirees. But the NPs makes the 
total cost of hiring a new civil servant much 
more explicit, and therefore is critical in in- 
stilling financial discipline. 

India’s economic dynamism is primar- 
ily due to its decentralized structure, con- 
ducive to private-sector initiatives, 
innovations and entrepreneurship. India’s 
financial and capital markets are relatively 
efficient, and they are becoming deeper and 
more sophisticated. The NPs is consistent 
with these strengths. The scalable and flex- 
ible nature of the Nps could permit financial 
innovations including those involving mi- 
cropensions. The nes by itself will not fully 
address the issues of coverage or adequacy 
of retirement financing. India should focus 
on developing a multitier system over time 
in line with its economic development and 
rising per capita income. A greater role for 
social assistance financed from budgetary 
resources will be essential. 


Asia Take Note 


THERE ARE SEVERAL aspects of India’s ex- 
perience with the nps which merit study by 
low- and middle-income countries in Asia, 
particularly those planning social security 
reform such as Indonesia, Vietnam and Sri 
Lanka; as well as those considering ex- 
panding the defined contribution tier to 
their existing systems such as Thailand and 
the Philippines. Those countries consider- 
ing civil-service pension reforms, such as 
Malaysia, may also find the NPs architec- 
ture of interest. First, there is a need to de- 
velop indigenous capacity to combine 
relevant analytical literature and insights 
with practical design, consistent with a 
country’s needs and strengths, through a 
process of public-policy dialogue. While 


this is evident in the Nps architecture, there 
is continued need to enhance this capacity 
in India as well. The process should be pur- 
poseful and undue hurry avoided. 

Second, the nps architecture envisages 
both a prudential and developmental role 
for the pension regulator. This is relevant 
in the Asian context, as the need for regu- 
lating pensions and developing this sector 
is insufficiently recognized in some parts 
of Asia. For developing countries, the de- 
velopmental role in permitting financial 
innovations and assisting in financial in- 
clusion goals is also relevant. Lack of depth 
in financial and capital markets is one of 
the constraints in many Asian countries. 
The nps-type architecture could help ad- 
dress this constraint, potentially enabling 
more efficient use of capital. 

Third, the scalability and flexibility of 
the Nps and its decentralized nature per- 
mitting financial innovations are a sharp 
contrast with inflexible national level so- 
cial insurance schemes. The lack of data 
for requisite actuarial calculations, par- 
ticularly given large uncertainties in fu- 
ture morbidity and mortality trends, could 
severely constrain the sustainability of the 
national social insurance schemes. 

Fourth, the Nps is also more consistent 
with evolving internationalization process 
and therefore could help manage calibrated 
globalization by Asian countries. This re- 
quires more a technocratic and profession- 
al approach to pension reform than has 
been exhibited by many countries. 

In India, the process of implementing 
the NPs has just begun, and eventual suc- 
cess will be neither easy nor automatic. 
Moreover, the NPs is only one of the ele- 
ments of India’s social-security system. 
The other components, particularly the 
national provident-fund system, also re- 
quire major reforms. Hopefully, the NPS 
will have positive demonstration effect on 
reforming other elements of India’s pen- 
sion system as well. g 








Pay-Back Time for 
China’s One-Child Policy 


by Cai Fang 


F THE AGING process in China 
were a natural demographic tran- 
sition, which in most developed 
countries is accompanied by an increase in 
productivity and per-capita income, China 
would have no difficulty in coping. It would 
simply need to follow what other countries 
have done to establish effective pension 
systems. However, the demographic shift 
in China is the result of socioeconomic de- 
velopment and implementation of a rigid 
family-planning program, which have 
made the transition not only the world’s 
largest, but also the world’s fastest. 

It’s common for population age-struc- 
ture to change when socioeconomic devel- 
opment enters a certain phase. However 
China has not only already entered its 
“golden” population structure—a high pro- 
portion of the population is of working 
age—but has also been confronted sooner 
with an aging population. Family-planning 
policies have caused a deep drop in fertility, 
resulting in fewer young people, more el- 
derly, and a slowdown in growth of the 
working-age population. 

As the pace of the decline in the pro- 
portion of youth exceeded that of the in- 
crease in the proportion of elderly, China 
began to enjoy a sufficient labor supply as 
a result of a productive population struc- 
ture. As the demographic transition pro- 
cess continues to carry forward, the 
growth of working-age population be- 
comes slower and slower, whereas popula- 
tion aging speeds up. These changes raise 
many challenges to China’s society. 

Thanks to the strictly implemented 
one-child policy, China has completed a 
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demographic transition within a very 
short period of time compared to most de- 
veloped countries. The first stage of this 
transition--from high mortality rates and 
birthrates and a low growth rate, to low 
mortality rates and high birthrates and a 
high growth rate—was completed in the 
1950s. The second stage of transition— 
from low mortality rates, high birthrates 
and a high growth rate, to low death rates, 
low birthrates and a low growth rate—was 
accomplished in the period of 1980-2000. 

Accordingly, the age structure of the 
Chinese population has transformed from 
a typical pyramid (characterized by a 
broad base of youth) to a barrel-shaped 
pyramid. According to the United Nations’ 
predictions, the population age-structure 
of China will become more of a reverse 
pyramid by 2030, with more elderly and 
fewer youth (see chart on page 59). 


Labor Shortage 


THIS DEMOGRAPHIC TRANSITION essential- 
ly means that China will grow old before 
it grows rich. The U.N. predicts that Chi- 
na’s ratio of working-age population to to- 
tal population will not stop increasing 
until 2015, and that the absolute size of the 
working population will reach its peak of 
approximately one billion people at that 
time, then begin to shrink afterwards. The 
China Center for Population and Develop- 
ment predicts a similar pattern of popula- 
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os Mr. Cai is professor and director of the Insti- 
tute of Population and Labor Economics at the 
Chinese Academy of Social Sciences in Beijing. 
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GROWING OLD 
China’s population age structure in 2005 and 2030 (projected) 
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tion-structure changes: The size of the 
working-age population will peak at 72.1% 
of total population in 2013, it says, and the 
total working-age population will climax 
at 997 million in 2016. 

Observing this already diminishing net 
growth of working-age population, along 
with the constantly increasing demand for 
workers in nonagricultural sectors during 
the eleventh five-year plan period (2006- 
2010), we can expect a gap between the 
supply of and demand for labor in the very 
near future (see chart on page 60). Using 
three possible growth rates (high growth 
of 10%, medium growth of 9% and low 
growth of 8%) and two employment elas- 
ticities, we plot six possible scenarios of la- 
bor demand against labor supply (using 
total working-age population as the labor- 
supply base). The high elasticity scenario 
equates one percentage point in growth 
with a 0.297% rise in employment (the av- 
erage level during 1991 to 2003), and the 
low elasticity scenario equates one percent- 
age point in growth with a 0.230% rise in 
employment (a half standard deviation low- 
er than the former). 

As shown in the chart, since 2004 the 
net increase of new entrants to the labor 
market has tended to lag behind the various 
scenarios of increase in labor demand, and 
the gap will widen over time. Although ag- 
riculture will continue to release its surplus 
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labor as labor productivity in the agricul- 
tural sector rises, structural labor shortag- 
es in terms of region, sector and specific 
skills are likely to occur from time to time. 


Pension Woes 


WHILE THERE HAVE been some efforts at 
reform and experimentation with differ- 
ent systems, the current pension system in 
China is a pay-as-you-go (PAYG) type. Ac- 
cording to international experiences, a 
successful PAYG system is conditioned on 
three factors, without which it’s difficult 
to sustain the system. The first is a rela- 
tively young demographic structure. That 
is, a working-age population large enough 
to support the existing retired. 

The second is an effective taxation sys- 
tem that enables the state to collect the 
contributions needed for the pension fund. 
A third is soundly operated management 
and governance of the fund to ensure that 
pension funds are correctly invested and 
provided. It is apparent that the second and 
third conditions do not yet exist in China, 
and the first condition—a working popula- 
tion big enough to support the retired—is 
increasingly problematic. 

Therefore, it’s inevitable for this system 
to produce a huge deficit in order to sup- 
port China’s elderly. For example, a recent 
article by consulting firm McKinsey & 
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Company forecasts a $110 billion pension 
deficit by 2010. And as this deficit is accu- 
mulated, the current PAYG system becomes 
increasingly unsustainable. In reality, if 
there were no government subsidies and no 
chance to misappropriate the money from 
individual accounts by the government, the 
annual revenue of social pooling funds 
would not be enough to pay for the present 
pension system. Compared to most other 
countries, the nominal substitution rate of 
social pension (the benefit as a percentage 
of wage at the time of retirement) is unusu- 
ally high in China. However, this substitu- 
tion rate is not sustainable: In the future, 
social pension alone will be not enough to 
support the retired. As the population ages, 
the overall supporting ratio will mount up 
rapidly, and it will be impossible to remain 
the rate as high as it is today. 

Second, as wage-rates increase, it is nec- 
essary to increase pensions in order to keep 
their real value unchanged. This means 
that after people retire, the amount of ben- 
efit received by pensioners will still be pres- 
sured to increase. Lastly, even when the 
transition from the PAYG system to a fully 
funded system is accomplished, given the 
relatively low wage rate, the accumulated 
pension fund from individual accounts will 





not be sufficient. Therefore, in addition to 
a social pension fund, a diversification of re- 
sources for old-age support is necessary. 

However, as a consequence of overall 
increase of income and changes in social 
structure, China’s traditional family val- 
ues are also changing. The 2005 Popula- 
tion Sampling Survey conducted by the 
National Bureau of Statistics shows a de- 
cline in family size—the average number 
of family members was 3.13, compared to 
3.44 in 2000; 3.96 in 1990; and 4.41 in 1982. 
Among families having one person aged 65 
years or older, 16% were single elderly 
families, and among families having two 
persons aged 65 or older, 42% were fami- 
lies in which an old couple lives alone. 
Comparatively speaking, this only-child 
generation is more likely to be spoiled and 
self-centered. As adults, children of this 
generation lack inclination to support 
their parents. 

These single-child families have also led 
to changes in parents’ expectations with re- 
gard to being supported in old age by their 
children. In a survey conducted by the In- 
stitute of Population and Labor Economics 
at the Chinese Academy of Social Sciences, 
different age groups gave different answers 
to the question: “Are you willing to be sup- 
ported by your children financially when 
you become old?” Of those polled, 70% of 
older respondents answered “yes,” while 
only 63% of the 35 to 54 year-old group 
(who are parents in single-child families), 
gave a positive answer. The younger the 
parents are, the less likely they are to an- 
swer in the affirmative. 


Working and Retiring 


SINCE 1997, THE increase in urban employ- 
ment has been mainly attributed to the ex- 
pansion of nonpublic sectors and especially 
the informal employment sector. While 
these newly emerged sectors play vital roles 
in absorbing native and migrant workers in 











urban areas, they lack incentives to partic- 
ipate in the social pension scheme, which 
results in the scheme having relatively 
small coverage, and bodes even more po- 
tential trouble for the future. 

For example, there is a difference be- 
tween the proportion of the retired cov- 
ered by the current social pension scheme, 
and the proportion of current employees 
who participate in the scheme, which indi- 
cates that this system is unsustainable. In 
1990, the coverage rate of the pension sys- 
tem was 40.6% for the retired and 30.5% 
for the employed. In 1997, when the State 
Council set forth the unified urban pension 
scheme which combines a social pool and 
individual accounts, the participation rate 
in the social pension scheme was 75.6% for 
the retired and 41.7% for the employed. By 
2005, while the participation rate in the so- 
cial pension for the retired increased to 
85.8%, the rate for employed saw only a 
small increase, to 48%. 

When the legal retirement age is low or 
when people chose to retire early, the bur- 
den on society and families in supporting 
the elderly becomes heavier. Generally 
speaking, individuals can decide at what 
age to retire. According to a survey con- 
ducted in 2002, the average retirement age 
in urban labor markets is 57 years old for 
male workers and 50 years old for female 
workers. In 2002, the life expectancy at 
birth is 70 years for men and 75 years for 
women. So as a rule of thumb, men can ex- 
pect to live for 13 years after retirement 
and women for 24 years. Assuming the 
numbers of men and women are approxi- 
mately equal, on average the Chinese live 





for more than 18 years in retirement before 
they die—this is close to the average of 
OECD countries. By 2020, that average will 
have increased to 22.3 years, by which 
time the dependency of the aged will be 
too high to bear. 


The Way Forward 


POPULATION AGING IS in fact a matter of 
development, and there are a variety of 
ways to achieve sustained economic 
growth in an aging but not affluent era, de- 
pending on whether or not sound choices 
can be made by society. 

First, as the demographic dividend di- 
minishes, it is vital for the Chinese econo- 
my to dig out an alternative source of 
sustainable growth, which requires a tran- 
sition from an inputs-based growth pattern 
to productivity-based one. 

Second, as the demographic precondi- 
tion for a PAYG pension scheme is gradu- 
ally being replaced by an income 
precondition that can support a fully fund- 
ed scheme, a transformation from PAYG to 
a fully funded pension scheme is urgent. 

Third, a renaissance of Chinese family 
values would help families take advantage 
of intrafamily transfers and living ar- 
rangement to support the elderly. 

Fourth, since whether or not the trend 
of early retirement can be restrained de- 
pends on employment opportunities, rais- 
ing retirement age is not a sufficient 
condition for solving the increasing old age 
dependency. Instead, creating more jobs for 
all groups of age through developing the la- 
bor market is a fundamental] solution. © 


Nicholas N. Eberstadt, holder of the Henry Wendt Chair in political economy 
at the American Enterprise Institute in Washington, D.C, examines the critical 
crosscutting demographic issues facing Northeast Asia and discusses their im- 

plications for the region. See www.feer.com/demographics.html 





der, Wiser, Poorer? 





THE CHINA FANTASY: 


HOW OUR LEADERS EXPLAIN 
AWAY CHINESE REPRESSION 
by James Mann 
Viking, 144 pages, $19.95 
Ge a 
Reviewed by HUGO RESTALL 


ASHINGTON IS IN astate of deni- 
al when it comes to China policy. 
Engagement is predicated on the 
bet that trade and participation in the in- 
ternational system will eventually change 
the nature of the regime. Yet there is pre- 
cious little evidence this is happening. 

This doesn’t necessarily mean the bet 
is a bad one. But it is striking how reticent 
China wonks are about even discussing the 
fact. They employ a lexicon of intellectual 
epithets to tar those who point out that the 
emperor has no clothes, labeling them as 
extremists, protectionists or “China bash- 
ers.” In their parallel universe, only two 
scenarios for China’s future are worth 
considering: evolution into a liberal de- 
mocracy or collapse into chaos. This neatly 
frames the argument so that engagement 
is the only reasonable choice. 

James Mann, correspondent for the Los 
Angeles Times and author of two other 
well-received books on China, rips apart 
this blinkered thinking and argues that 
the country is more likely to follow a third 
scenario, what some have called “resilient 
authoritarianism.” He poses the question: 


W 





What if China manages to continue on 
its current economic path, yet its politi- 
cal system does not change in any funda- 
mental way? What if, 25 or 30 years from 
now, a wealthier, more powerful China 


continues to be run by a one-party regime 
that still represses organized political dis- 
sent much as it does today, while at the 
same time China is also open to the out- 
side world and, indeed, is deeply entwined 
with the rest of the world through trade, 
investment and other ties? 


The consequences could be severe— 
imagine a rising China with a Vladimir Pu- 
tin at the helm, never having experienced 
a Boris Yeltsin. During the Cold War, Mos- 
cow funded terrorist movements and rogue 
regimes in order to sow disorder in the 
world. In columnist Joe Sobran’s phrase, 
it was “the hive,” from which the worker 
bees of the global Marxist movement took 
their signals, as well as their weapons. Now 
China is becoming the new hive for disrup- 
tion of the post-Cold War order. It supports 
the two remaining axis of evil countries, 
Iran and North Korea, and is friends with 
most of the world’s murderous dictator- 
ships such as Burma, Cambodia, Uzbeki- 
stan, Cuba, Sudan and Zimbabwe. Imagine 
what damage it could do when its economy 
overtakes that of the U.S. 

Resilient authoritarianism is not anew 
idea. A few dissident members of the Chi- 
na-watching community, such as Andrew 
Nathan of Columbia University, have been 
sounding the alarm for some time. Never- 
theless, Mr. Mann’s polemic is an impor- 
tant wake-up call, and it is already having 
an impact in Washington. 

The slim volume contains several per- 
suasive arguments why China is not go- 
ing to embrace democracy, openness and 
the rule of law. First of all, the Communist 
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oxo Mr. Restall is the editor of the REVIEW. 


Party has no interest in political reform, 
because its power depends on secrecy and 
repression. In fact it is constantly on guard 
against “peaceful evolution,” the West’s ef- 
forts to use “sugar-coated bullets” to pro- 
mote “bourgeois liberalization.” 

The much heralded village elections have 
had little value in themselves, and have not 
yet led to elections at higher levels where 
campaigning and political parties would 
emerge. Transparency is associated with 
the 1980s, the glasnost reforms of Mikhail 
Gorbachev that preceded the breakup of 
the Soviet Union, and the 
rhetoric of Hu Yaobang 
and Zhao Ziyang, which 
ended abruptly with the 
Tiananmen massacre of 
1989. Last month’s “Regu- 
lations on Open Govern- 
ment Information” prove 
the point—after long strug- 
gle, hardliners succeeded 
in turning legislation that 
might have loosened the 
Party’s grip on informa- 
tion into a meaningless PR 
exercise. 

Even helping to improve 
the rule of law, currently the most fashion- 
able way of engaging China, has had little 
impact. Officials continue to violate the 
laws with impunity, showing that China 
firmly adheres to the rule by fiat. The aver- 
age Chinese person may have experienced 
an improvement in his quality of life, in- 
cluding his ability to choose his own job 
and where to live, but he has not enjoyed 
any improvement in legal protections 
should the authorities decide to target him 
for whatever reason. 

Most worryingly, China’s middle class 
and business elites, the very people who 
are supposed to be pressing for political re- 
form, are not only uninterested in democra- 
cy, they are positively afraid of it. One man, 
one vote would lead to their interests being 
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overwhelmed by the hundreds of millions 
of rural residents. Since 1989, the Commu- 
nist Party has bought off the intelligentsia. 
As Jeffrey Wasserstrom wrote in a Decem- 
ber 2005 essay in the REVIEW, in the 1990s 
the Party successfully overcame the urban 
legitimacy crisis; any challenge today is 
likely to come from the countryside. 

The arguments in favor of engagement 
are often naive in the extreme. Mr. Mann 
skewers the great and the good who have 
made the mistake of waxing lyrical about 
the prospects for democratic change. To his 
credit, he calls out some names, 

even within his own journal- 

istic fraternity. Thomas Fried- 

man and Nicholas Kristof, 

columnists for the New York 

Times, come in for criticism. 

So do the clique which moves 

through the revolving door be- 

tween academia, government 

and business, including 

Henry Kissinger, 

David Lampton 

and Kenneth Li- 

eberthal. Often 

they do not disclose 

business interests in 
China that may cloud their vision. 

However, none of this proves that en- 
gagement with China is a bad policy. Just 
because China is not yet following the pat- 
tern of South Korea and Taiwan does not 
mean that democratization won’t happen. 
Mr. Mann does not mention the Chinese 
people’s long-standing aspirations for 
democracy, a legacy of the May Fourth 
Movement of 1919. Nor does he examine 
the increasing rights consciousness with- 
in the country today, or engagement’s last 
line of defense, generational change. 

That’s fine in a short book with a nar- 
row focus. But it’s worth remembering that 
many of the arguments against engagement 
one hears in Washington are just as facile 
as those for it. Mr. Mann’s call for a higher 
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level of discourse is more compelling than 
his belief that China won’t democratize. 

What is the alternative to engagement? 
Mr. Mann concedes there isn’t much. The 
U.S. had leverage in the early 1990s, when 
the Chinese economy was relatively weak 
and the government more isolated post- 
1989. In his first year in office, U.S. Presi- 
dent Bill Clinton drew a line in the sand, 
demanding improvements in human rights 
or else he would revoke most favored na- 
tion trading status. The deadline arrived 
and Mr. Clinton backed down. Since then 
the U.S. has lacked all credibility on this is- 
sue. But perhaps it is possible to switch toa 
more muscular form of engagement. Why 
should the U.S. give China any more face if, 
for instance, it fails to convince Pyongyang 
to honor its nuclear promises? 

It’s amusing that when a columnist in 
the China Daily, the English-language 
state mouthpiece designed to put forward 
a friendly face to foreign visitors, ranted 
against this book, he wasn’t even allowed 
to discuss the substance of Mr. Mann’s ar- 
guments. Instead these were summed up as 
“political issues.” He dismissed the book’s 
author as suffering from “tunnel vision.” 
Somehow that sounds just like something 
Washington China hands would say. 


BUILDING MODERATE 
MUSLIM NETWORKS 
by Angel Rabasa, Cheryl Benard, 
Lowell H. Schwartz and Peter Sickle 
RAND Corporation, 216 pages, $30 
ee 
Reviewed by SADANAND DHUME 


N RECENT YEARS it has become 
axiomatic to claim that radical Is- 
lam can only be defeated with the 
help of its kinder, gentler twin—moderate 
Islam. Except for one small problem: How 
do you define a moderate Muslim? The 
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easiest way is to draw asharp line between 
the violent—the legion of suicide bombers 
and throat-slitters who have made a per- 
manent home in our headlines—and every- 
one else. Most people, it seems, can agree 
that lopping off a Japanese engineer’s head 
while chanting a verse from the Koran, or 
detonating a bomb-vest in a pizza parlor, 
aren’t quite acts of moderation. 

Beyond that it gets trickier. For example, 
it turned out that Ahmad Abu Laban, the 
Danish-Palestinian imam who whipped 
up last year’s cartoon crisis—slyly adding 
three especially inflammatory images to 
the comparatively mild original cartoons, 
and then touring the Middle East to pub- 
licize the alleged insult to Islam—had long 
been deemed a moderate. Danish taxpayers 
funded his visits to the Middle East, in ef- 
fect subsidizing the network-building that 
allowed Mr. Laban to so effectively turn 
Muslim wrath against his adopted home. 

Or take Yusuf al-Qaradawi, the Egyp- 
tian cleric and éminence grise of the Muslim 
Brotherhood, whose message reaches mil- 
lions through his Web site Islamonline and 
through his popular show on Al Jazeera, 
Shariah and Life. London’s mayor, Ken Liv- 
ingstone, has called Mr. al-Qaradawi a 
“leading progressive Muslim.” This despite 
the fact that Mr. al-Qaradawi refers to Pal- 
estinian suicide bombers as “martyrs,” sup- 
ports female genital mutilation, and can’t 
make up his mind whether the proper Is- 
lamic punishment for a homosexual is to 
burn him alive or to toss him off a cliff. 

Neither Mr. Laban nor Mr, al-Qaradawi 
would pass the RAND Corporation’s some- 
what more discerning use of the label 
“moderate.” In a landmark report pub- 
lished in late March, four RAND schol- 
ars draw a nuanced yet common-sense 
distinction between radical and moder- 
ate Muslims, and make sweeping policy 
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Muslim movements ought to be judged by the ends they seek 


rather than by the means they employ toward those ends. 





prescriptions that, if implemented, will 
fundamentally alter the way Western gov- 
ernments tackle what is arguably the most 
pressing threat of our times. 

The report rests on two simple insights. 
First, that Muslim movements ought to be 
judged by the ends they seek rather than by 
the means they employ toward those ends. 
Moderates are those who exhibit a long- 
term commitment to democracy, accept 
non-Islamic sources of law, profess respect 
for the rights of women and minorities, and 
actively oppose terrorism and other forms 
of illegitimate violence. Some useful ques- 
tions: Do they believe in freedom of con- 
science, including freedom of religion? Do 
they support the right of women and re- 
ligious minorities to seek and hold high 
office? Do they see internationally recog- 
nized human rights as universal, or do they 
seek an Islamic exception? 

The authors recognize that the War 
on Terror is a misnomer—that the bat- 
tle is against an ideology rather than a 
tactic. To some, al Qaeda may resemble 
little more than a nihilistic criminal enter- 
prise—a kind of Cali cartel whose profits 
are booked in paradise—that can be fought 
with beefed-up law-enforcement tactics. In 
reality Osama bin Laden merely represents 
the most violent expression of the ideology 
of radical Islam (or Islamism), which seeks 
solutions for 21st-century problems in sev- 
enth-century Arabia, and which calls for 
Islam to dictate every aspect of life. For the 
West, defeating this ideology will require a 
clarity of purpose and firmness of will last 
seen in the heyday of the struggle against 
Soviet communism. 

Of course, as the authors acknowledge, 
the parallel with the Cold War is flawed. 
The Soviet Union had a nation state to 
protect, and could be counted on to act 


in rational self-interest. (The prospect of 
consorting with dark-eyed virgins in para- 
dise didn’t quite enter your average Soviet 
military planner’s calculations.) Moreover, 
communist governments were openly hos- 
tile to the capitalist West. By contrast, to- 
day’s ostensible allies—Saudi Arabia and 
Pakistan to name just two—are as mucha 
part of the problem as they are part of the 
solution. The Soviet empire was central- 
ized; Islamism is a disaggregated force. 
Fifty years ago, the central media chal- 
lenge was getting the facts across the Iron 
Curtain. Today it’s fighting an overload of 
disinformation and propaganda, such as 
the widely believed canard that Jews were 
tipped off in advance about Sept. 11. And 
while the Soviets threatened communist 
takeover, the immediate Islamist chal- 
lenge comes less from their capacity for 
control than from their capacity for cha- 
os, at least in the West. 

Perhaps most tellingly, though the re- 
port touches upon this only briefly, the 
educated Muscovite shared cultural com- 
mon ground with his peers in West Berlin 
or New York. The c14-funded Radio Liber- 
ty hired Russian émigrés to host programs 
that highlighted Russia’s own humanist 
traditions, including the legacy of Tolstoy 
and Dostoyevsky. At times, information 
warfare meant mailing Western classics 
such as James Joyce’s Portrait of the Artist 
as a Young Man and George Orwell’s Ani- 
mal Farm to intellectually hungry Czechs, 
Poles and Hungarians. Soviets and Ameri- 
cans might have disagreed over the word 
“freedom” in the Congress of Cultural 
Freedom, a pivotal anticommunist orga- 
nization. But at least they both had a simi- 
lar understanding of “culture.” 

Nonetheless, comparisons with the 
Cold War aren’t entirely overblown. Both 
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communism and Islamism are totalitar- 
ian ideologies with global ambitions. If 
Moscow and Beijing represented differ- 
ent brands of communism, then Riyadh 
and Tehran do the same for Islamism in its 
Sunni and Shiite variants. In Saudi-fund- 
ed groups such as the World Assembly of 
Muslim Youth, you have the equivalent 
of the Soviet World Federation of Demo- 
cratic Youth. Islamist-friendly outfits such 
as the Council on American-Islamic Rela- 
tions and the Muslim Council of Britain 
perform a role similar to that of Western 
communists a generation ago: acting as 
apologists for the movement, and wher- 
ever possible slowing down efforts to keep 
it in check. Finally, Islamists from Egypt 
to Indonesia have borrowed the Leninist 
idea of a highly committed vanguard to 
lead the movement. 

The RAND report argues that network- 
building holds the key to combating the 
radical threat. Though they are a minority 
in most Muslim societies, access to global 
networks and petrodollars gives radicals 
the edge over moderates. This balance can 
be corrected by giving moderates—from pi- 
ous Muslims such as the Indonesian cleric 
Abdurrahman Wahid to avowed atheists 
such as the outspoken Syrian-American 
psychologist Wafa Sultan—the where- 
withal to fight back. Special attention must 
be paid to liberal and secular academics, 
young moderate clerics, community ac- 
tivists, women’s groups, and journalists, 
writers and commentators. As in the Cold 
War, the hands-on work of building these 
networks ought to be undertaken by qua- 
si-independent organizations specifically 
set up for this purpose. To guard against 
backlash, the U.S. ought to partner with 
local NGos wherever possible. 

You can’t fault the report’s authors 
for lack of ambition. They suggest focus- 
ing first on places where moderate Mus- 
lims still have a fighting chance—Europe, 
Southeast Asia and moderate Arab societ- 
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ies. These networked moderates will then 
gin up “modern and mainstream” inter- 
pretations of Islam, and channel them 
back to societies dominated by Islamist 
thought. 

But given that the flow of ideas in the 
Muslim world tends to be one way—from 
the Arab heartland to the peripheries in 
South and Southeast Asia—this may be a 
bit of a stretch. It’s also unclear whether 
moderates, who often lack the fervor and 
conviction oftheir radical peers, have itin 
them to put up a serious fight. And the re- 
port leaves open the question of some sort 
of organized force that could balance the 
Islamist penchant for mob violence and 
intimidation. But these are mere quibbles. 
All in all, this important contribution to 
the policy debate ought to get the serious 
attention it deserves. 


CHINA: THE ART OF LAW 
CHRONICLING DEALS, DISASTERS, 
GREED, STUPIDITY AND OCCASIONAL 
SUCCESS IN THE NEW CHINA 
by Mark E. Schaub 
CCH Hong Kong, 488 pages, $48 





Reviewed by GORDON G. CHANG 


| F YOU CONSIDER yourself inno- 
cent, stop reading. Mark Schaub’s 
book on the legal aspects of doing 
business in China is certainly not for you. 
Even before the table of contents, he sug- 
gests his advice is for the guilty, the fool- 
hardy and the corrupt. The rest of you will 
probably not last to see your deal signed, 
he warns. So goodbye, sayonara, zaijian to 
all gentle souls. You will have to look else- 
where for your China advice. 


ce Mr. Chang practiced law in China and is au- 
thor of The Coming Collapse of China (Random 
House, 2001). 





May 2007 


But if you’re still with me, you'll en- 
joy—and profit from—China: The Art of 
Law. Both legal manual and business 
guide, this book is the first thing to read 
once you have decided to get involved in 
the world’s most frustrating and confus- 
ing nation. “There is nothing mysterious 
about China once you understand her,” 
Zhou Enlai told Henry Kissinger. In his 
fine book, Mr. Schaub informs, entertains 
and strips away mystery, even providing a 
little understanding along the way. 

You may find no great insights in Chi- 
na: The Art of Law, but 
Mr. Schaub, who 
describes himself as 
the first foreign law- 
yer in China’s largest 
law firm, promises 
none. “Much of the 
content in this book 
will be common 
sense,” he writes. 
“Much will seem fa- 
miliar. Much will re- 
semble what you do 
in your own coun- 
try. Much has been 
ignored when doing 
business in China.” As 
Mr. Schaub suggests, 
common sense is what 
you really need. China: The Art of Law is, 
above all, a book about avoiding failure. 
In China, it seems, there are more ways to 
fail than in any other nation. Mr. Schaub 
has seen them all, and he is determined 
to prevent you from repeating what may 
be the most common—and most crucial— 
mistakes. 

A recurring theme in his first book 
is that foreign businesses have to know 
themselves before entering the world’s 
most populous nation. For a person mak- 
ing his living by attracting new investors, 
he courageously lists the four worst rea- 
sons for entering China: The China market 
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must be large; everyone else is in China; 
my home market is no longer promising; 
and my customers require me to relocate 
to China. Moreover, he traces the routine 
issues every business should consider be- 
fore making the leap. China hands will 
know all this, but inexperienced inves- 
tors—the audience to which this book is 
pitched—may not. 

Yet before we go any further, I need to 
avoid reviewer malpractice and disclose 
that Mr. Schaub uses a line from my first 
book as one of his many epigraphs. Unfor- 
tunately, he quotes incorrect- 

ly. His mistake, some may 
think, actually improves my 
original words: “China is a 
pool of petrol...waiting for 
someone to light a match.” 
How cheeky is that? And he 
has the audacity to go out of 
his way to criticize my book, 
both in China: The Art of 
Law and on his snazzy Web 
site. Someday I will have to 
get even, but now I 
will get back to 
reviewing Mr. 

Schaub’s book. 
Let’s continue 
by looking at those 
epigraphs. Mr. Schaub ap- 
parently is a collector of clever sayings. 
His text is peppered with quotations and 
is even organized around one of them, a 
bon mot from respected Chinese techno- 
crat Liu Mingkang, who once compared 
China to a besieged castle: “Those outside 
want to get in. Those inside want to get 
out.” The first part of the book, “Planning 
the Siege,” details strategic considerations 
prior to investment. “Laying Siege to the 
Castle” discusses implementation. “Man- 
ning the Ramparts,” the last section, ad- 
vises how to exit a project and outlines 
what Mr. Schaub calls “the lighter topics 
of fraud, noncompliance and liquidation.” 





The author presents his 12 years of accu- 
mulated knowledge and experience under 
outline headings and in various formats. 
In addition to plain old text broken up by 
bullet points, there are tables, case stud- 
ies, checklists, flow charts, graphs, “hints 
& tips,” sample contract language, facsimi- 
les of documents, etc. There are even 16 
quizzes with answers at the back, and five 
annexes of helpful information that some- 
how did not make it into the overstuffed 
text. All of this is held together with direct 
prose, pictures of pandas in business suits 
and a wicked sense of humor. 

Want to know how to defend yourself 
against a Chinese distributor demanding 
exclusivity for all of China? Mr. Schaub 
tells you how. Need advice on what to in- 
clude in a manufacturing-and-licensing 
agreement? He helps on that as well. And 
if you get bored with his explanation of the 
technical aspects of representative offices, 
Mr. Schaub takes a detour and gives you 
the names of the three stooges—all four of 
them, in fact. China: The Art of Law has 
just about everything. 

The most valuable parts of the book— 
or at least the most interesting—are his 
36 case studies (37 if you include the sto- 
ry about how Mr. Schaub got his driver’s 
license in Shanghai). He has changed 
names and other details, presumably so 
that he will not be fired and disbarred for 
disclosing client confidences. The stud- 
ies are nonetheless informative and are in 
addition to other anecdotes that illustrate 
his points and enliven the book. The case 
studies give us an insider’s glimpse of the 
embarrassing mistakes that “ignorant” 
foreigners have made when confronting 
the heirs of a magnificent 5,000-year-old 
culture. There is the tale of the retailer 
with five regional vice presidents but only 
two regions, the story of collapsing pianos, 
and the saga of the enterprise where all 
employees were surnamed Zhang. And, to 
top it all off, there is a description of what 
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might be Mr. Schaub’s favorite contract of 
all time, discussed under the heading “You 
May Be Dead but That Is No Reason Not to 
Come to Work.” 

China: The Art of Law is not without 
faults. Mr. Schwab, to his great credit, is 
not afraid of making judgments, and ina 
comprehensive volume there are bound to 
be a few that are open to question. Many 
experienced practitioners, for example, 
will disagree with his strong preference 
for selecting China International Eco- 
nomic and Trade Arbitration Commission 
as an arbitrator in contracts. He does ac- 
knowledge crETAC’s problems but largely 
leaves a discussion of them to two skimpy 
footnotes. There also seems to be exces- 
sive optimism about the rule of law in a 
one-party state in which foreign investors 
have always been targeted and at a time 
marked by new waves of antiforeign in- 
vestment sentiment. 

There is also incorrect legal advice: Mr. 
Schaub declares that foreign investors 
must form joint ventures to get involved 
in the banking sector, an error that is inex- 
plicable. Yet China: The Art of Law is not so 
much a bible as it is an inclusive checklist 
of what can go wrong. In this, Mr. Schaub 
does a most commendable job. 


TALES OF MOONLIGHT AND RAIN: 
A STUDY AND TRANSLATION BY 
ANTHONY H. CHAMBERS 
by Ueda Akinari, 
Translated by Anthony H. Chambers 
Columbia University Press, 

235 pages, $27.50 
ONE cette BE fe 


Reviewed by MICHAEL JUDGE 


NTHONY CHAMBERS HAS done 
the English-speaking world— 
and Japanese literature—a gen- 
erous service with this masterful “study 
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The overall effect is akin to a wonderful night at the opera: 


tales filled with ghosts, mistresses, monks and samurais. 





and translation” of Akinari Ueda’s time- 
less Tokugawa-era tales of the strange, the 
grotesque and the otherworldly. 

Ueda (1734-1809), born to an impover- 
ished Osaka woman named Osaki Mat- 
suo and an unknown father, was adopted 
at the age of four by a wealthy merchant, 
received a good education and eventually 
became a respected poet, 
scholar, physician and 
tea master. Ugetsu mo- 
nogatari (literally, “rain- 
moon tales”), as the book 
is called in Japanese, 
draws from classic Chi- 
nese and Japanese liter- 
ature, fusing Confucius 
and Buddhist traditions 
to create haunting fables. 
The title alludes to the be- 
lief that ghosts, demons 
and other spectral beings 
appear on rainy evenings 
and early mornings filled 
with moonlight. 

First published in 1776, the collection 
of nine tales in five “books,” or sections, 
has long been celebrated as a masterpiece 
of early modern Japanese literature. In- 
deed, Ueda’s macabre stories and high style 
greatly influenced such notable 20th-cen- 
tury Japanese novelists as JunichiroTani- 
zaki (1886-1965), Jun Ishikawa (1899-1987) 
and Yukio Mishima (1925-1970). Ueda’s sto- 
ries have influenced filmmakers as well, 
most notably Kenji Mizoguchi whose 1953 
cinematic masterpiece Ugetsu monogatari 
(known in the West as Ugetsu) was inspired 
by two tales from the collection. 


AND 


RAIN 


oo Mr. Judge is a free-lance journalist and 
Hoover Institution media fellow. He teaches at 
the University of Iowa School of Journalism and 
Mass Communication. 
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While other fine English-language 
translations have come before, and more 
are sure to follow, it is difficult to imagine 
one rivaling the grace and clarity of this 
latest addition to Columbia Press’s Trans- 
lations from the Asian Classics series. Mr. 
Chambers, a professor of Japanese liter- 
ature and literary translation at Arizona 
State University, describes, in 

the book’s introduction, Ue- 

da’s prose as: 


... terse, elliptical, sinewy, high- 
ly literary, allusive, scholarly, 
dignified, elegant and some- 
times obscure—never slack or 
insipid. His is a neoclassical, 
self-conscious, quirky style, 
with many usages borrowed 
from archaic Japanese texts and 
Chinese sources, result- 
ing ina rich, dense text 
that is meant to be read 

slowly and savored. 


Mr. Chambers goes on to say that he 
has “tried to let the text speak for itself as 
directly as possible, rather than embroi- 
dering it with interpretations and explana- 
tions.” He achieves this with informative 
introductions to each tale and a plethora 
of footnotes. 

The author fully admits that he has ac- 
cepted Nabokov’s advice and provided 
“copious footnotes, footnotes reaching 
up like skyscrapers,” yet the end result is 
not one of distraction but rather contex- 
tualization. “I believe that extensive notes 
are desirable to explain exotic references 
and to demonstrate the rich intertextual- 
ity of the stories,” writes Mr. Chambers, 
and once again he is right in his decision 
not to belabor Ueda’s dreamlike storylines 
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with an abundance of internal explication 
and interpretation. 

The overall effect is something akin to 
a wonderful night at the opera: nine fan- 
tastic tales filled with ghosts, mistresses, 
monks and samurais that form a magical 
tapestry that is strangely familiar. This 
feeling of a unified whole, of a theatrical 
performance, is, according to Mr. Cham- 
bers, intentional. The five books of Moon- 
light and Rain, he explains: 


...parallel the five-part rhythmic struc- 
ture of the [Noh] program, with a grad- 
ual heightening of pace and excitement. 
The stories in book one unfold at an ap- 
propriately dignified pace, with elevated 
language and high-ranking characters: an 
eminent poet-monk and the ghost of a dei- 
fied former emperor in ‘Shiramine’ and a 
scholar and a samurai in ‘The Chrysan- 
themum Vow.’ The excitement picks up 
in book two and continues to grow as the 
status of the characters declines, through 
book four. In book five, the pace and excite- 
ment reach a climax in ‘The Blue Hood,’ 
and the collection ends with an auspicious 
prophecy of good times under the Tokuga- 
wa government. 


But one shouldn’t make too much of 
this comparison with Noh theater. While 
it may be hard for a Western audience to 
decipher the esoteric gestures and incan- 
tations of a Noh performance, which is far 
more difficult for our ears and eyes to take 
in than the flamboyance of Kabuki theater, 
the genius in these nine tales is their acces- 
sibility, even to a Western reader an ocean 
and centuries removed from Ueda’s world. 
This is due, at least in part, to Mr. Cham- 
bers’s skills as a translator and as a prose 
stylist in his own right. But it is mainly due 
to the timelessness of the Confucius and 
Buddhist wisdom and mythical creatures 
that imbue each tale. 

Most of the tales in the collection are 
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cautionary ones. “The Kibitsu Caldron” 
tells of the spirit of a jealous woman, 
both before and after death. In “The Blue 
Hood,” a monk’s obsessive love for a ser- 
vant boy transforms him into a flesh-eat- 
ing demon. In “Shiramine,” the vengeful 
ghost of the former emperor Sutoku re- 
turns to earth as king of the tengu (liter- 
ally, heavenly dogs, which are harbingers 
of war). In “The Chrysanthemum Vow” 
and “The Reed-Choked House,” a dutiful 
revenant fulfills a promise. 

“The Carp of My Dreams,” adapted from 
two ancient Chinese stories and said to be 
a favorite of novelist Yukio Mishima, tells 
of a gentle monk and painter of carp who 
crosses the boundary between man and 
animal. After throwing himself into the 
water, a man wearing a crown and robes 
and sitting astride a large fish and leading 
many smaller fish behind him says: 


“I bear a message from the Lake God: 
“You, old monk, have acquired much merit 
by releasing creatures that were captured 
by men. Now you have entered the water 
and wish to swim about like a fish. For a 
time, we will give you the garb of a golden 
carp and let you enjoy the pleasures of the 
water world. But you must be careful not 
to be ternpted by the fragrance of bait, get 
caught on a line, and lose your life.” 


While the monk is indeed tempted by 
the fragrance of the bait, he does not end 
up in the belly of a fisherman. In fact, he 
returns to the form of a man and lives for 
many more years painting carp and enjoy- 
ing nature. It is the final turn of the story, 
just before the monk’s death, that reveals 
Ueda’s gift for wonder and the unexpect- 
ed, and Mr. Chambers’ considerable gifts 
as a translator: “As his end approached, he 
took the many carp that he had painted 
and released them into the lake, where the 
fish left the paper and silk to swim about 
in the water.” 
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THE CHINESE ECONOMY: 
TRANSITIONS AND GROWTH 
by Barry Naughton 
The MIT Press, 504 pages, $24 





Reviewed by RICK CAREW 


HE STORY OF China’s rise is the 
T most important case study in eco- 
nomic development since the In- 
dustrial Revolution. The country’s shift 
from a stifled agricultural backwater to the 
world’s factory and its fourth-largest econ- 
omy in less than 50 years evokes a mixture 
of awe and fear from different corners of 
the globe. African leaders look to China for 
a growth model, American workers look 
to China for the cause 
of jobs cuts, and CEOs 
look to China for new 
markets to boost their 
bottom line. It seems 
odd then that no sin- 
gle textbook compre- 
hensively tackled the 
issues of China’s devel- 
opment: the transition 
from socialism to cap- 
italism; the challeng- 
es posed by a massive 
population; and rural/ 
urban inequality. 

This new book by 
Barry Naughton, a Chi- 
na specialist and professor at the Univer- 
sity of California, San Diego, tries to do 
just that, and in large measure succeeds. 
He skillfully navigates the contours of 
China’s economic landscape, delivering a 
history lesson and then parsing sectors of 
China’s economy and explaining how dif- 
ferent government policies transformed 
China for better, or worse. 

On this journey, Mr. Naughton pres- 


ao Mr. Carew is a Betjing-based correspondent 
with Dow Jones Newswires. 
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ents a clear framework for understanding 
China’s economic changes by looking at 
the two problems it deals with simultane- 
ously—transition and growth. Transition 
defined as China’s shift from a heavy- 
handed, inefficient planned economy to a 
more agile and insecure market economy 
in the post-1978 era. Growth meaning that 
after Mao Zedong’s death in 1976, China’s 
leaders never forgot that theirs was a poor, 
developing country and delivering sus- 
tained rising incomes and jobs would be 
crucial to their country’s success and their 
grip on power. 

These two problems Mr. Naughton out- 
lines in his framework for understanding 
China are the right approach, but aren’t 
original. Deng Xiaoping 

and his economic lieu- 
tenants Chen Yun and 
Zhao Ziyang appeared 
to understand this quite 
early in the process of 
China’s market reforms. 
The set of policies they 
devised are labeled the 
Beijing Consensus—a 
mixture of grad- 
ualism, care- 
ful support 
for the losers 
of reforms, and 
export-led open- 
ness. China’s pre- 
scriptions contrast with the Washington 
Consensus policies—a set of policies which 
include rapid pricing reforms, new insti- 
tutions mirroring those in rich Western 
countries, and full openness of the econo- 
my to foreign goods and capital. The for- 
mer succeeded in finding answers to those 
two problems for China. The latter result- 
ed in political instability and economic de- 
cline in Russia, and much of Latin America 
and Africa. 

In The Chinese Economy, Mr. Naughton 

repeatedly displays a subtle understanding 
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of the complexities of managing China’s 
institutions and the delicate political is- 
sues involved in the reform process. This 
is a point readers will miss if they rely on 
the stream of investment-bank research 
and news reports on China’s economy. 
The reason is simple: It’s difficult to see 
these shifts in the short term because of 
poor transparency in China’s policy-mak- 
ing institutions, and much easier to un- 
derstand once the dust has settled from 
internal policy debates that take place 
behind closed doors. This is where Mr. 
Naughton excels. 

For example, he cuts to the fundamen- 
tal difference in the economic policies 
between the Deng Xiaoping and Zhao Zi- 
yang-led reforms in the 1980s and those 
led by Zhu Rongji in the 1990s. Mr. Naugh- 
ton argues that the former led China out 
of a planned economy by setting incentives 
so that state firms could profit from in- 
come they earned on sales that took place 
in addition to their transactions with the 
state. This made state firms sharper and 
more efficient, and gradually moved pric- 
es to a market system without causing the 
sharp inflation that shocked Russia’s econ- 
omy. Then, in the 1990s Mr. Zhu decided to 
“smash the iron rice bowl,” closing ineffi- 
cient state companies en masse and forcing 
reform forward by committing to joining 
the World Trade Organization in 2001. 

However, this book falls short in match- 
ing other sources of information on China 
in terms of timeliness. While a textbook 
can’t be judged on the same timetable as a 
newspaper, the book could still use more 
timely information in a few places. For a 
book published this year, Mr. Naughton’s 
chapter on China’s financial system misses 
out on the rebound of China’s stock market 
and dramatic government-led restructur- 
ing of the banking system. In these dynam- 
ic spheres, where many readers are likely 
to be most interested, the book only brings 
us up to 2005 and an updated edition with 
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more current information on these points 
would be most welcome. 

Overall, this book is a substantial con- 
tribution to filling the gap in available re- 
sources on China by providing a broad 
economic overview, doing so without a 
moral judgment on China’s political or 
military ambitions. For those looking for 
a valuable reference to understand China’s 
economic miracle, this is probably the best 
book available today, and a welcome addi- 
tion to the shelf of any student of economic 
development or China. 


MYANMAR (BURMA) SINCE 1962: 
THE FAILURE OF DEVELOPMENT 
by Peter John Perry 
Ashgate Publishing, 208 pages, $110 





Reviewed by MICHAEL GROSBERG 





HE CITY OF Mong La in Burma’s 
T | Eastern Shan state symbolizes the 
military junta’s ingenuity, hypoc- 

risy and compromised position. Entering 
Mong La from the rugged Burma interi- 
or feels like you’ve jumped in a time ma- 
chine and somehow landed in China. Ten 
kilometers from the Chinese border, the 
city has developed into a so-called “Vegas 
of the East,” where tourists come for the 
joys of the gambling table, as well as other 
pleasures. The signs, the menus, the use 
of Chinese yuan instead of Burma’s kyat, 
the gaudy architecture of the gargantuan 
casino and the fleets of late model vehicles 
create the impression that for all intents 
and purposes, you’re no longer in Burma. 
In his book Myanmar (Burma) since 
1962: the Failure of Development, Peter 
John Perry cites another author who de- 


oo Mr. Grosberg is co-author of Lonely Planet 
Burma (Myanmar) (Lonely Planet Publications, 
2005). 
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For all its talk of territorial integrity, Burma is willing 


to give up sovereignty for a steady supply of cash. 





scribes Mong La as a “commercial cross- 
roads but equally a town of vice with a 
facade of culture, summary justice and in 
the view of the Chinese their own coun- 
try’s anus.” 

Because its people are poor and its 
neighbors less so, it has carved out a gam- 
bling oasis hundreds of kilometers from its 
major population centers. For all its talk 
of territorial integrity it is willing to give 
up sovereignty for a steady supply of cash. 
And as long as China and Thailand contin- 
ue their trade and as long as the recently 
discovered natural gas deposits contin- 
ue to deliver a steady stream of millions 
of dollars annually, it will be business as 
usual and the junta will be able to ignore 
its critics both internally and abroad. 

At first glance it seems that Mr. Perry’s 
argument—focusing on the poor resource 
management that contributed to Burma’s 
decline from a nation with good growth 
prospects to one designated by the United 
Nations as a “least developed country”—is 
like treating the symptoms rather than the 
cause of a disease. That Burma is today a 
“tragedy of lost opportunity,” as Mr. Per- 
ry writes, is a fairly uncontroversial senti- 
ment; that it is tragic primarily because of 
mundane management mistakes and inef- 
ficiencies, is not often expressed by activ- 
ists seeking change in the country. 

Over the years, especially since the 
events surrounding the nullified election 
of Aung San Suu Kyi’s National League for 
Democracy party in 1990, most protests 
unsurprisingly have called for more de- 
mocracy, not for looser price controls or 
better technical education for the army’s 
engineers. 

But Mr. Perry’s book does not try to 
make this case, nor does he attempt to ar- 
gue that by opening up and loosening the 


controls on the economy, democracy and 
more freedoms will inevitably follow. His 
point is that ideology combined with in- 
flexibility and greed can afflict any po- 
litical structure, whether democratic or 
authoritarian, and that the consequences 
are not only bad for human rights or poli- 
tics, but also a veritable death sentence as 
far as the country’s economic prospects 
are concerned. 

Prior to the military coup of 1962, the 
army had already proved itself a relative- 
ly adept manager of a discrete number of 
the nation’s primary industries and there 
was a reliable supply of a number of lu- 
crative resources: rice, teak, rubies, jade, 
tin, copper, zinc and oil. But managing a 
country is far different from managing a 
corporation and Mr. Perry describes the 
ruling regime from 1962-88 as totalitar- 
ian, authoritarian and overly centralized, 
concerned only with its own self-preser- 
vation and enrichment. 

Mr. Perry also argues that the junta’s 
shortcomings in managing the country’s 
resources are more important in explain- 
ing Burma’s current state than the mul- 
tiple insurgencies that have ravaged its 
borderlands; that resources are at the 
heart of the failure—not civil war, not a 
lack of democracy, not even extensive hu- 
man-rights abuses. 

To characterize the situation in this 
way risks the opprobrium of human-rights 
and political activists who tend to frame 
the debate simply by the issues of wheth- 
er Ms. Suu Kyi will be released and free 
elections held. Of course these two steps, 
while necessary to moving forward, are 
not sufficient since there are more than a 
handful of countries with freely elected 
democratic institutions that are neverthe- 
less manipulated by corrupt officials and 
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elites who seek to enrich themselves at the 
expense of the majority of citizens. 

By one measure however, longevity, 
Burma’s military junta has been successful. 
Here Mr. Perry feels on less secure ground 
and only tentatively offers an explanation 
as to how it has survived without any plau- 
sible threat to its power until 1988. 

The fact that there is an intrinsic re- 
spect for tradition and culture and a rejec- 
tion of modernization in Burman society, 
qualities which make Burma attractive to 
many travelers and, maybe ironically, to 
opponents of globalization, may contribute 
to the relative lack of sustained opposition. 
Buddhism of the kind practiced by the ma- 
jority of its inhabitants and its somewhat 
fatalistic sense of the future and emphasis 
on the individual at the expense of the col- 
lective is also put forward as a mitigating 
factor. Of course, the threat of forced labor, 
imprisonment or death is also a sufficient 
deterrent. 

The devolution from politically inspired 
insurgencies to ones motivated by com- 
mercial greed and warlordism is another 
part of the explanation. Following the pro- 
tests of 1988, which provided a glimpse of a 
brighter future, many insurgencies ended 
with financially lucrative deals brokered 
by the regime. For the junta, they may be 
considered a defeat only in the sense that 
the army feared concessions not because 
they would lead to political challenges 
at a nationwide level, but because they 
would lead to competition in controlling 
valuable resources like timber, gems and 
illicit drugs. 

When military dictator Ne Win took con- 
trol of the country in 1962, Burma’s postco- 
lonial task was relatively easy, according to 
Mr. Perry. Since there was already a large 
and diversified resource base, it only need- 
ed to be effectively managed with a view to 
more equable distribution. In addition, the 
military regime’s initial adoption of state 
socialism wasn’t an especially startling 
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choice given the historical context. 

But Burma never had anything more 
than socialist features, like control of 
distribution and centralization of power, 
rather it operated like a capitalistic econ- 
omy though only for military elites and 
their cronies. The only alternatives to 
power, whether financial or political, were 
illegal or subversive and even then these 
were allowed or even created through gov- 
ernment connivance. 

The regime’s isolationism, once a moral 
principle based partly on pride in Burman 
tradition and a belief in self-sufficiency, 
has for a long time now embodied the ar- 
rogance of the zealot and the xenophobic. 
Following the dismissal of then-Prime 
Minister Khin Nyunt in October 2004 and 
the reassertion of army control at the ex- 
pense of the intelligence services, the re- 
gime once more declared its commitment 
to isolation by relocating the capital from 
Rangoon to the remote mountain strong- 
hold of Naypyidaw in November 2005. 

But as Mr. Perry points out, what is 
most striking to consider about this move 
is not that it is evidence of paranoia but 
that foreign governments continue to give 
the regime what it wants—namely separa- 
tion from the rest of the world. 


CHINA WATCHING: 
PERSPECTIVES FROM EUROPE, 
JAPAN AND THE UNITED STATES 
Edited by Robert Ash, David Sham- 
baugh and Seiichiro Takagi 
Routledge, 261 pages, $145/$37.95 





Reviewed by ROBERT A. KAPP 


EYOND ITS ROLE as a compendi- 
um and guide to extant research 
work on the three great topics of 
China’s economy, politics, and foreign and 
security affairs, the best of the essays in 
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David Shambaugh’s extensive list of specific research topics 


for the future is perhaps the most striking effort in the book. 





China Watching go further in analyzing 
and evaluating the overall body of research 
conducted in recent years. While the main 
message of the book is surely that research 
on key topics of contemporary PRC affairs 
is booming and filled with variety and in- 
tellectual energy, the self-analysis of their 
respective regions’ work by distinguished 
scholars from each of the three research 
regions is very helpful, to readers outside 
the perimeter of other region’s intellectual 
endeavor, in putting the each region’s re- 
search products into some perspective. 

This is not an easy task in a book which 
is both short and very summary, but the 
most effective of the regional/topical es- 
says speak well to these questions of 
self-evaluation and depiction of contexts— 
intellectual, political, and even financial— 
in which scholarly work proceeds. In that 
regard, the introduction to the volume, by 
the three editors, is particularly helpful, 
as is David Shambaugh’s chapter on stud- 
ies of China’s foreign and security policies 
in the U.S. 

A wide spectrum of users can use China 
Watching as a handy introduction to the 
research institutes, universities, and re- 
search scholars of the three centers of Chi- 
na research (Europe, Japan and the United 
States). The book, in other words, serves as 
a kind of time-saving reference tool that a 
curious newcomer can use, mark up and 
underline, and otherwise turn to the ser- 
vice of his or her own research. 

Because so many of the essays—all 
by distinguished scholars—are heavily 
bibliographical in nature, the extensive 
footnotes accompanying each article are 


œo Mr. Kapp is president of Robert A. Kapp & 
Associates, Inc., and was president of the U.S.- 
China Business Council from 1994 to 2004. 


themselves a goldmine of references to 
useful and accessible materials. 

For scholars working in the topical ar- 
eas and national research communities 
covered by China Watching, one suspects 
that the chapters dealing with research 
work in countries other than their own 
will be of particular use. While the de- 
gree of transnational engagement among 
scholars of contemporary China has surely 
grown enormously in recent years, thanks 
in part to improved outlets for transborder 
publication, one senses that even now the 
discourses on China that are taking place 
in Europe, Japan and the U.S. mesh incom- 
pletely with one another. 

This is a function of many things: lan- 
guage, of course, but also differing in- 
tellectual traditions, and perhaps most 
important the different economic and 
strategic positions that Europe, Japan and 
the U.S. now occupy in relation to China. 
In short, all but the most centrally and 
totally immersed researchers are likely 
to find, in various portions of this book 
other than their “own,” insights as to re- 
search trends and bibliography that will 
serve them well. 

Inevitably, as many of the authors of the 
book’s nine regional/topical essays point 
out, difficult choices of inclusion and ex- 
clusion were required in order to produce 
articles of manageable scope and circum- 
scribed length. A number of the articles, 
for example, simply excluded consider- 
ation of the periodical and journal liter- 
ature entirely, focusing instead only on 
published full-length books. This is glow- 
ing evidence of the massiveness of the 
intellectual endeavor now covering con- 
temporary China, of course—an endeavor 
that increasingly draws in social scientists 
or other scholars who themselves lack 
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deep grounding in the study of China but 
for whose research China now provides 
data and methodologically-driven intel- 
lectual stimulation. 

It is in the nature of “state of the field” 
discussions that they lay out not only a 
portrait of what work has been done or is 
underway, but also suggest ways in which 
work to date remains incomplete and in 
which further research is needed. The es- 
says in China Watching point the way for- 
ward with varying degrees of specificity 
and boldness: Mr. Shambaugh’s extensive 
listing of specific research topics for the 
future is perhaps the most striking effort 
in the book. 

It is perhaps also in the nature of this 
type of book that they take note of scholar- 
ly differences of opinion but do not them- 
selves take sides. That is true, generally, 
in this volume. While from time to time 
an author writes curtly about the work he 
or she is discussing, none of the authors 
leaps into a battle to the death against the 
forces of darkness. 

What one misses a bit, though, is a deep- 
er discussion of the ways in which the ac- 
ademic endeavor does or does not draw 
sustenance from the larger world around 
it, particularly from developments in Chi- 
na and in the countries with which China 
so intensively interacts. Of course, we find 
references, for example, to the effect of the 
Tiananmen tragedy on scholarly research- 
ers’ ideas and feelings. And certainly, inthe 
field of security studies, the factual growth 
of Chinese military power is changing the 
focus of professional research on the Peo- 
ple’s Liberation Army and Chinese secu- 
rity policy; many other examples could be 
added. 

Still, aside from the occasional refer- 
ences to the funding situation affecting 
the supply and intellectual orientation 
of graduate students and young scholars, 
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there is little discussion in China Watch- 
ing about linkages between the scholar- 
ly world of contemporary China studies 
and the nonacademic world. Maybe that 
is because the linkages are few and tenu- 
ous, and some observers of the academic 
career pattern, at least in the U.S., would 
point to the pressures on aspiring young 
academics to stay within the confines of 
the campus rather than straying out into 
the world of popular education or policy- 
connectedness. 

Richard Baum’s essay on the study of 
Chinese politics in the U.S. does a particu- 
larly good job at analyzing the social com- 
munity of the China politics profession and 
identifying some of the major professional 
sea changes that have—not necessarily for 
the better—come to inform the contempo- 
rary study of Chinese politics in the U.S. 
(One of his most trenchant observations 
reads, “Increasingly, if almost impercepti- 
bly, methodology has shifted from being a 
set of tools, i.e., means used to study poli- 
tics, to being an object of study, namely, an 
end in itself.”) 

In short, different readers will find dif- 
ferent benefits from this book. Nearly every 
reader will skim certain sections that don’t, 
at the moment of reading, seem to bear 
much relevance to his or her concerns (the 
“schools of thought” in international rela- 
tions theory, for example, will light some 
readers’ fires and extinguish others’). 

But the book should still be read cover to 
cover, preferably in one sitting so that the 
organic structure of the book can be most 
effective. The footnotes are vitally impor- 
tant, and a marking pencil will prove very 
handy indeed. I predict that many read- 
ers will refer back to China Watching over 
and over again as their own interests grow 
and evolve, and as their curiosity rises as 
to who has done research relevant to their 
new concerns. W 
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THAI CULTURE CLASHES 
by Jennifer Gampell 


ITH A DEEP sigh conveying au- 
thentic Weltschmerz plus a bit of 
whiskey-fueled dramatics, for- 
mer Senator Kraisak Choonhavan leans 
back in his office recliner. Ever since the 
Sept. 19, 2006 military coup, he explains, 
Thai contemporary culture has been un- 
der siege, the victim of shrinking budgets 
and expanding censorship: “The conser- 
vative Thai state sees contemporary art 
as a threat to traditional identity of being 
Thai. They look at it as subversive.” 

For decades, 59-year-old Mr. Kraisak 
has championed the arts along with many 
other underdog causes like human rights. 
In 2002, he and other liberals successfully 
lobbied the Thaksin government to create 
the Ministry of Culture. Naively, they as- 
sumed its ancillary Office of Contempo- 
rary Art and Culture, headed by respected 
professor and international curator Apinan 
Poshyananda, would advocate the cause of 
artists to conservative bureaucrats. 

Instead the bureaucrats got a new plat- 
form with which to brow-beat the bohe- 
mians. Before the coup, ocac under Mr. 
Apinan funded various Thai contempo- 
rary artists to attend biennales and oth- 
er international exhibitions abroad. But 
contemporariness was overshadowed by 
reactionary MoC pronouncements on mi- 
nutiae such as women in spaghetti-strap 
tops, pop-song lyrics and photos in a Bang- 
kok guidebook. 

Since the coup, the morals crusaders 
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œw» Ms. Gampell is a Bangkok-based free-lance 
writer. 


at MoC have ratcheted up their campaign 
from media comments to policy recom- 
mendations. They imposed a 10 p.m. Val- 
entine’s-Day curfew for under-18s, and 
pushed a bill to ban all alcohol advertising 
and raise the drinking age to 20, still under 
consideration. Mr. Kraisak now calls MoC 
“a censorship bureau.” 

Last November, officials from the Thai- 
land Cultural Center (administered by 
MoC) ordered internationally renowned 
composer Somtow Sucharikul to change 
the final scene in his latest opera Ayod- 
hya, a modern retelling of the Ramayana 
epic. They said that depicting the death of 
the demon-king Ravana on stage violated 
khon (masked dance) traditions and could 
bring bad luck to the country. Mr. Somtow 
acceded even though Ayodhya was opera, 
not khon. The following day he received 
a revised contract that included an extra 
clause stating that if anything in the pro- 
duction transgressed against the “morals 
or culture of Thailand,” the show would 
be forcibly closed. He signed it reluctant- 
ly. Mr. Kraisak, who termed the ministry’s 
actions “ridiculous,” later learned the min- 
istry had acted arbitrarily on its own. 

For all his well-publicized flaws, Mr. 
Thaksin did initiate several worthy con- 
temporary projects during his five years 
in office. In January 2003, the Thaksin-ap- 
pointed governor of the Tourism Authority 
of Thailand launched the Bangkok Inter- 
national Film Festival. Conceived primar- 
ily as a tourism booster, it focused more 
on feting B-list Hollywood celebrities than 
promoting films and filmmakers. Still, de- 
spite its many flaws, after four years the 
film festival had established itself on the 
international film festival circuit. 
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In December 2006, the new military- 
appointed governor of TAT postponed the 
January 2007 festival until July 19, 2007, 
ostensibly due to a lack of available venues. 
In fact, TAT couldn’t pay its American or- 
ganizers because the Surayud government 
had halved its reported 180 million baht 
($5.5 million) budget. In February 2007 
TAT announced it would focus on Asian 
cinema to save on costs of shipping films 
and entertaining international guests. The 
local team resigned and now, just months 
away from the opening, TAT is scrambling 
for a new one. 

Beyond the budget cuts, the film festi- 
val was hamstrung by its archaic operat- 
ing structure, a problem affecting all Thai 
government-sponsored cultural projects. 
“These big government organizations 
should act as financial backers and pro- 
vide a forum to facilitate people working 
together. But they don’t know how to do 
that,” complains Gridthiya Gaweewong, an 
independent curator and artistic director 
of the hyperprofessional—and private— 
Jim Thompson Art Center. “Everything 
here depends on personal agendas and in- 
terests. The Bangkok International Film 
Festival should have had its own office, 
programmer and festival director like 
any other international film festival. As 
the main sponsor, TAT should have sat 
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back and let everyone 
do their jobs. There are 
young Thais out there 
who can do the work, 
~ but the older genera- 
tion in these kinds of 
institutions doesn’t 
trust them.” 

Meanwhile in 2004 

SA Connelly LaMar and 
© Robert MacCready 
P presented the concept 
for a Bangkok Interna- 
tional Art Festival to 
Bangkok’s municipal 
government. It encompassed visual and 
performing arts, community activities and 
musical events, all held in free public spac- 
es like parks and abandoned buildings. “It 
was an incredibly radical proposal,” ad- 
mitted Mr. LaMar. The Bangkok municipal 
government “said they wanted a festival to 
compete with the Singapore Biennale, but 
better ... and cheaper,” he continued. 

In late 2005 Bangkok’s municipal gov- 
ernment finally approved the international 
arts festival for October 2006, with Eng- 
lish-language newspaper the Nation han- 
dling media and local organization for the 
projected 150-plus Thai artists. Messrs. 
LaMar and MacCready organized spon- 
sorship and contracts for some 30 interna- 
tional participants. Then in February 2006 
Mr. Thaksin dissolved parliament. The re- 
sults of the nationwide election he’d called 
in April were invalidated and a new one set 
for October. 

“After that [the Bangkok municipal 
government] got scared,” recalls Mr. 
LaMar. “They worried about security, 
demonstrations in parks and campaign 
posters on streets.” BIAF was rescheduled 
to February 2007, but a few days after nine 
bombs exploded in Bangkok on Dec. 31 the 
project was scrapped. To salvage some- 
thing from their two-year effort, Messrs. 
LaMar and MacCready scrounged fund- 
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Thaksin initiated several worthy cultural projects, but 
now budgets are shrinking and censorship expanding. 


ing from sympathetic foreign embassies 
and local sponsors. The truncated BIAF 
they launched on Feb. 23 comprised just 
seven artists—two Thais and five foreign- 
ers—exhibiting in a handful of private and 
mostly indoor venues. 

Mr. Thaksin’s most ambitious contem- 
porary project was hardly motivated by 
love of culture. The Office of Knowledge 
Management Development, an umbrella 
state agency of seven separate organiza- 
tions, was founded in mid-2004 and head- 
ed by his outspoken chief policy advisor, 
Pansak Vinyaratn. According to the Web 
site, its seven independent centers had a 
single objective: “to trigger new ideas and 
inspire creativities.” Mr. Pansak and his 
boss believed Thailand could only remain 
competitive in the global market by creat- 
ing value for its own products, not adding 
value to someone else’s. 

The jewel in the crown of the Office of 
Knowledge Management Development 
was the 4,490-square-meter purpose-built 
Thailand Creative & Design Centre, which 
opened in November 2005 on the top floor 
of the Emporium, a downtown shopping 
mall. The only world-class design space in 
Bangkok contains two exhibition spaces, 
one permanent and one temporary, and a 
15,000-volume design library, the largest 
in Asia. To introduce Thais to sophisticat- 
ed international design benchmarks, TCDC 
created its own exhibitions and adapted 
several international ones to the small gal- 
lery space. 

The office of Knowledge Management 
Development and especially the interna- 
tional-standard tcpc have come under 
intense scrutiny by the new government. 
Soon after his appointment, Prime Min- 
ister Surayud announced a two-pronged 
policy platform of national reconciliation 


and sufficiency economy (based on the 
principles of moderation formulated by 
King Bhumibol Adulyade}). “The mistake 
the government committed early on was 
not defining the parameters of sufficiency 
economy,” says Thitinan Pongsudhirak, 
professor of political science at Chulalong- 
korn University. “There’s a lot of confusion 
and that’s left space for people to turn it 
into their own agendas.” 

After the coup, the rcpc budget was re- 
portedly slashed by 70%. Mr. Pansak was 
fired and replaced by Apinan Poshyanan- 
da, who appointed Kraisak Choonhavan 
among others to a board tasked with al- 
locating drastically reduced funds rath- 
er than triggering creativity. According 
to Mr. Apinan, design is now considered 
elitist. “There’s a complex mood of am- 
bivalence at the moment, a sense that un- 
der Thaksin the pendulum swung too far 
to one side, making Thailand ever more 
open,” agrees Mr. Thitinan. “The mood 
is swinging the other way but the govern- 
ment hasn’t set boundaries about how far 
back it should go.” 

“If we are to keep TCDC going we have 
to adjust,” adds Mr. Kraisak. “Politically 
that’s what I have to work with. And it’s 
very frustrating.” Despite the many rumors 
flying around, Mr. Apinan insists there’s 
no intention of closing TeDe. “That’s com- 
ing from the devil’s mouth,” he laughs. But 
nobody is talking about how or whether 
tepc can fulfill its original mandate under 
such straitened circumstances. 

None of this surprises Mr. Kraisak. “The 
Thai state, no matter which government 
you're talking about, including this one, 
has always had an inherent weakness about 
promoting contemporary art, no matter in 
what form,” he concludes. “Culture and art 
remain to serve the power.” if 
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travellers’ T A L E S 


Silence That Speaks Volumes 


THE INTERNATIONAL BAR Association’s 

shocking decision to hold its annual con- 
ference in Singapore this October has been 

condemned by the Singapore Democrat- 
ic Party. On March 14 the spp noted that 

when the 18a held its conference in Chica- 
go in 2006, it included a symposium on the 

legal ramifications of the host country’s 

detention of terrorist suspects in Guanta- 
namo Bay. So would the 1a hold at least 

one symposium on the rule of law in Singa- 
pore for its delegates? So far silence from 

the IBA. Apparently the lawyers only have 

the courage to beat up on their hosts when 

their government protects civil liberties. 


Chinese for “Sue Me” 


POOR TRANSLATIONS CAN cost businesses 
dear. Consider how a black family in On- 
tario reacted when they realized that their 
Chinese-made couch was labeled “nig- 
ger brown.” According to the Associated 
Press, the manufacturer used the elec- 
tronic-dictionary software Kingsoft to 
translate “dark brown” into English, and 
the racial epithet popped up. The family 
is traumatized and says friends refuse to 
even sit on the couch. Naturally they are 
now consulting with a lawyer and con- 
sidering suing, as well as demanding an 
apology to all “people of color.” No word 
on whether as people of color the Chinese 
furniture makers would have to apologize 
to themselves. 


Légion d’Dishonneur 


FRANCE’S EFFORTS TO curry favor with 
China’s repressive government have once 
again hit a snag. Just a couple weeks af- 
ter naming Beijing’s top book-burner, 
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Long Xinmin, a chevalier of the Légion 
d’honneur, no doubt for his contributions 
to culture by censoring books, Internet 
sites and newspapers, Mr. Long has dis- 
appeared off the political radar, appar- 
ently sidelined to a minor post. But the 
French ambassador’s encomiums are still 
ringing in our ears: “You have combined 
your passion for the media with a career 
at the heart of the Party.” That’s one way 
of putting it. 


God of Land Rovers 


THE YAOHNANEN TRIBE of Vanuatu, which 
worships Britain’s Prince Philip as a liv- 
ing god, is making preparations for a feast, 
having just learned that his birthday is 
June 10, according to the Daily Telegraph. 
The cargo cult got its start many decades 
ago when a British colonial administra- 
tor took a gift of a nalnal, a club for kill- 
ing pigs, to the prince and brought back a 
signed photograph in return. The prince 
was then taken to be the incarnation of a 
powerful male spirit who left the island 
in search of a powerful bride. Since then 
the prince has kept in occasional contact 
with the tribe, which wants him to come 
live on the island of Tanna. Even though 
they haven’t received a positive response, 
the tribesmen claim to be able to hear his 
voice. But Chief Jack Naiva is getting im- 
patient. “You must tell King Philip that 
I’m getting old and I want him to come 
and visit me before I die,” the chief told 
the Telegraph. “If he can’t come perhaps 
he could send us something: a Land Rover, 
bags of rice or a little money.” 
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Contributions to Travellers’ Tales can be emailed 
to tales@feer.com. Read more Travellers’ Tales 
online at www. feer.com/tales. 
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, we would all be islands. 


Mankind has always had a deep desire to 
build bridges. Both figuratively and literally. 

We want to meet the people who live on 
the other side of the water. We want to 
know what they look like, sound like and, 
most importantly, think like. 

A modern-day expression of that desire is 
the Oresund Bridge. This five-mile-long tether 
ties Sweden to Denmark. And thus, to the 
rest of continental Europe. 

Since 2000, over 50 million people have 
crossed that bridge. Which we mention not 
just as a point of fact. But a point of pride. 

As a global building solutions company 
in over 50 countries across four continents, 
CEMEX had a leading role in the project. 
We helped supply the cement, which holds 
the steel, which holds the cables that made 
this architectural marvel possible. 

The truth is, whether it's providing shelter 
for a few families or infrastructure for an entire 
community, we're more than happy to do 
our part. Because we're just as committed 
to social responsibility as we are to strong 
financial performance. 

For details, visit us at www.cemex.com. 
And learn more about the company that 
helped bring the European continent a 
little closer together. 
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So if energy independence is an unrealistic goal, how 
does everyone get the fuel they need, especially in 
a world of rising demand, supply disruptions, natural 
disasters, and unstable regimes? 


flow freely across borders, the engine of innovation 
is ignited, Prosperity is fueled and the energy 
available to everyone increases. At the same time, 
balancing the needs of producers and consumers 
iS as crucial as increasing supply and curbing 


demand. Only then will the world enjoy energy 
peace-of-mind. 


Succeeding in securing energy for everyone doesn't 
have to come at the expense of anyone. Once we all 
start to think differently about energy, then we can 
truly make this promise a reality. 





Br 2004 DEMAND 
82 mbpd* 


E 2030 DEMAND 
115 mbpd 
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Quieter. 


The Airbus A380 sets new standards in quietness. Thanks to a highly efficient new wing design, the 
A380 climbs out of airports more quickly than any other high-capacity aircraft flying today, or planned 
for tomorrow. Which means that the A380 will hardly be heard outside most airport boundaries. 
Onboard, meanwhile, passengers fly in the quietest long-haul cabin in the industry. A380 cuts 4 
noise to unheard-of levels, inside and out. Airbus A380. See the bigger picture. 
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NE WAY OR another, the pressure on China’s largely fixed ex- 
o change rate is going to rewrite the economics textbooks. The 

world has never seen a situation quite like this, with a coun- 
try’s foreign reserves rising at the rate of $136 billion, or 21% of GDP, in 
the first quarter alone. China has definitely benefited from keeping the 
yuan’s value stable against the dollar. But as the economy becomes more 
integrated with the rest of the world, the torrent of money flowing in 
is becoming too hot to handle. 

Michael Pettis predicts in this issue that the government will in- 
evitably be forced to accept a large one-time revaluation of the yuan. 
The question thereafter is what system to adopt. He advocates making 
a credible return to a pegged currency, which would hopefully deter 
speculators. The undervaluation of the currency would be removed, but 
China could continue to enjoy the benefits of a fixed exchange rate. 

Robert Mundell, long-time advocate of fixed rates, has an even bolder 
suggestion: simply stop sterilizing the inflows and adopt a de facto fixed 
rate without a revaluation. Most economists would predict a damaging 
round of inflation to follow. But Prof. Mundell explains in an interview 
this month why he believes that would not come to pass. 

Should Beijing succeed with either of these two strategies, it could 
help to demonstrate the lasting effectiveness of fixed exchange rates 
for developing countries. As Vivek Moorthy writes, New Delhi is fac- 
ing similar pressures on the rupee. Since India’s export boom is not as 
advanced and the country has stronger banks and capital markets, the 
situation is not so extreme. But the lessons learned by China will still 
have a strong bearing on its policy course. One thing seems certain, 
though: Should Beijing continue to try to “muddle through,” something 
will have to give. The time to grasp the nettle is fast approaching. 

Again this month the REVIEw staff was gratified to receive gongs 
from our journalist colleagues. The Society of Publishers in Asia award- 
ed our book review section the top prize for the Special Issue/Special 
Section category, and also bestowed a runner-up award in Explanato- 
ry Reporting for a package of stories about Thailand by Deputy Editor 
Colum Murphy, and another runner-up award in Opinion Writing for 
last October’s package of stories about Singapore. 

In our next issue, the REVIEW will feature our top picks of books 
about Asian cuisine for your holiday reading. What are the essential 
guides you keep close to your wok? Send your recommendations to 
letters@feer.com, and we may feature your comments. 





H.R. 
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LETTERS 





Preposterous Paranoia 


THE ARTICLE BY Hugo Restall (“China’s 
Bid for Asian Hegemony,” May 2007) re- 
flects the typical paranoid thinking of the 
West whenever China shows signs of bol- 
stering its military muscles. This is pre- 
posterous. 

China’s expansion of its navy and air 
force does not necessarily mean that it is 
trying to challenge any world power, let 
alone attempt to replace a world super- 
power. In terms of weapons, China cannot 
match those developed nations’ state-of- 
the-art arsenals. China suffered under the 
army onslaught of its neighbor Japan and 
other powerful countries for almost two 
centuries since the later part of the 18th 
century. All it wants now is to build up a 
basic defense force, fortifying itself strong 
enough to thwart any form of invasion. 

Tan Boon Tee 
Kemaman, Malaysia 


False Victimhood 


AS A PART-TIME volunteer involved in the 
resettlement of Burma’s ethnic minorities 
refugees from Burma-Thai border refugee 
camps to Australia, I read the essay (“A 
Victim of Burma’s Boneheaded Rulers,” 
May 2007) and found it to be flawed. 

We should remember that the “victim” 
(as described in the article) Gen. Khin 
Nyint, was in fact a main player in Burma’s 


THE FAR EASTERN ECONOMIC REVIEW wel- 
comes letters to the editor sent via fax to (852) 
2503-1530, by email to letters@feer.com or by 
post to GPO Box 160, Hong Kong. Submissions 
must include the author’s full name, address and 
daytime contact numbers. The REVIEW reserves 
the right to edit letters for length and clarity. 
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military regime. He had no intention of re- 
linquishing power and simply wanted to 
find a way to keep the military running the 
country behind a facade of civilian rule. 

It didn’t have to be like that. Khin Nyint 
could have taken the example of Russia’s 
Vladimir Putin and Indonesia’s Susilo 
Bambang Yudhoyono—top military intel- 
ligence officials who went on to become 
heads of states. 

In this and other respects, Burma is dif- 
ferent. For example, the armies of Thai- 
land and Indonesia have not obstructed 
their countries’ economic development. 
In contrast, the Burmese military has so 
mismanaged things that the country has 
been reduced to the status of “least devel- 
oped nation.” This decline is due entirely 
to the military’s ineptitude, xenophobia, 
bungling, corruption and sheer stupidity. 

Htun Yee 
Sydney, Australia 


Academy for Sale 


AS ACADEMICS AT Australian universities, 
we found Carsten Holz’s essay (“Have Chi- 
na Scholars All Been Bought?” April 2007) 
to be a thought-provoking piece. Mr. Holz 
has presented sound arguments to dem- 
onstrate the way in which Western aca- 
demics’ sterilized teaching and research 
amounts to de facto collaboration with 
China’s political system. 

Academic work in many Western insti- 
tutions has undergone a profound transfor- 
mation in the last decade or so. Although 
academics think of themselves as indepen- 
dent professionals, it is better to describe 
them as managed professionals. Increas- 
ingly it is university managers who dictate 
what courses are provided. 
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In this environment, courses are seen 
as products to be delivered efficiently. Ac- 
ademic research has become a numbers 
game. The pressure is on to publish in the 
“top-ranking” journals and collaborate 
with the industry in research projects. 
Some universities go so far as to specify 
the journals in which staff should publish if 
they wish to apply for tenure or promotion. 
Invariably the top-ranking journals in po- 
litical science, economics, accounting and 
other business-related disciplines espouse 
the methodologies of the physical sciences 
at the cost of engaging with any political 
problems. Many of us go along for self-pres- 
ervation. Clearly, the ideological control has 
been gained by economic means in this pro- 
cess, as Mr. Holz puts it—the scholars have 
been bought. 

Ray Anderson 

School of Accounting and Finance 
Victoria University 

Melbourne, Australia 


Geeta Singh 

School of Business 
University of Ballarat 
Ballarat, Australia 


I WOULD LIKE to thank Carsten Holz for his 
piece on China experts. The facts he reveals 
are very similar to my own experience here 
in the Czech Republic. As an independent 
journalist, I have been engaged in a long- 
time debate with Czech scholars studying 
China, and I am shocked by how many are 
ruled by and manipulated by the Chinese 
Communist Party. These people are un- 
willing to listen to any human-rights issue. 
They seem to have close ties with Chinese 
Embassy. What is more they transmit these 
dangerous ideologies to their young stu- 
dents. Thank you once again for your bright 
analysis of this unpleasant—and somewhat 
shameful—topic. 
Jakub Smid 
Czech Republic 
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China’s Blatant Lie 


I KNOW THAT some countries’ diplomats 
are paid to lie for their governments. But 
the one prepared by Chu Maoming of the 
Chinese Embassy in Washington, D.C. (“Ui- 
ghur Nonsense,” Letters, May 2007) can’t 
even convince any person who is able to 
read Chinese. 

The word “Xinjiang” literally means 
“New Territory,” conquered by Man- 
chus in the late Ching Dynasty. It is a bla- 
tant lie to say that East Turkestan (the 
local name used before Xinjiang) has been 
an inseparable part of the united multieth- 
nic Chinese nation since the Western Han 
Dynasty. Are Korea and Vietnam insepa- 
rable parts of this Chinese nation because 
the Western Han Dynasty also once con- 
quered them? Should China be an insep- 
arable part of Mongolia because Kublai 
Khan used to be the ruler of China? Mr. 
Chu and his embassy need a much better 
excuse to justify their illegitimate occupa- 
tion against local people’s will. 

Samuel Wu 
Taipel 


AS A LONG-TIME reader who places enor- 
mous trust in the REVIEW for its vaunted 
objectivity and impartiality, I’m utterly 
dismayed to see you publish Chu Mao- 
ming’s diatribe. Mr. Chu, a Washington- 
based diplomat, seems to have been kept 
in the dark about his government’s ever- 
tightening grip on Xinjiang’s Uighur mi- 
nority. 

I believe the REVIEW blundered in de- 
voting so much space to publishing this 
puff piece by Mr. Chu. To level with you 
editors, I’m extremely disappointed to see ` 
your magazine serving as a mouthpiece for 
Beijing while neglecting its responsibility 
to stand up for those sidelined, marginal- 
ized and exploited. 

Andreas Ni 
Shanghai, China 
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China’s Last Option: 
Let the Yuan Soar 


by Michael Pettis 





FTER THEIR SOLD-OUT 
concert last month, leg- 
endary American punk 
band NoFx met with Bei- 
jing’s leading musicians at 
the trendy club D22. Music is moving for- 
ward as quickly as everything else in this 
wildly interesting country, and as they in- 
teracted drunkenly with the cream of Bei- 
jing’s underground, members of NOFX 
expressed surprise at the dizzying speed 
of change. 

It is probably a safe bet that the Fx in 
the band’s name is not a reference to for- 
eign exchange, and that the changes they 
noted have nothing to do with the finan- 
cial sector, but it turns out that a rock band 
is not a bad metaphor for China’s markets. 
Monetary conditions are clearly out of 
control, and the country is drunk on ex- 
cess money. What’s worse, there is a hang- 
over still to come. At some point China 
must make a monetary adjustment, and 
with so few alternatives left among policy 
options, this adjustment is increasingly 
likely to involve a one-off maxirevaluation 
in which the financial authorities engineer 
a revaluation of the currency designed to 





stop capital inflows without causing a 
banking system breakdown. 

Why would the authorities do some- 
thing they have steadfastly and sincerely 
insisted they will not do? By coincidence, 
the day Norx performed in Beijing, news- 
papers around the world noted with awe 
the huge $136 billion first-quarter increase 
in central bank reserves reported the pre- 
vious day. This latest number brings total 
reserves held by the Chinese central bank 
to $1.2 trillion. First-quarter imports 
amounted to $206 billion, up 18% from 
2006 first-quarter numbers (exports were 
up 28%), so that total central bank reserves 
cover nearly 18 months of imports—well 
beyond the six- to nine-month coverage 
ratio that most economists recommend. 

A $136 billion rise in first-quarter re- 
serves—equal to 21% of first-quarter GDP— 
is by any measure an astonishing number. 
For comparison, during all of 2003 China’s 
reserves grew by $117 billion, to an already 
hefty $403 billion. At the time there was a 
serious debate about the implications of 


ceo Mr. Pettis is a director of Galileo Global Hori- 
zons, a New York-based fund-managing firm. 
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this level of reserve growth. Many com- 
mentators expressed concern that the ac- 
companying monetary growth—which 
takes place as the People’s Bank of China, 
the country’s central bank, is forced to fund 
the purchase of reserves by issuing curren- 
cy or central bank bills—was beyond the 
needs of the economy. Such rapid monetary 
growth was likely to lead to excessive loan 
growth at the nation’s already weak com- 
mercial banks, to overinvestment in a num- 
ber of industries, including real estate, and 
perhaps eventually to inflation, which once 
ignited would be hard to control. 

Since then, reserve growth, and with it 
the growth in money supply, has acceler- 
ated. In 2004, reserves were up $207 billion 
to $610 billion. In 2005 they increased by 
another $209 billion to $819 billion. In 2006 
reserves climbed $247 billion to just over $1 
trillion, comfortably ensconcing China in 
the position of holding the world’s largest 
hoard of central-bank reserves. Add to this 
the first-quarter growth of 2007, and it be- 
comes clear that growth in reserves is out 
of control, and with it, growth in the na- 
tion’s money supply. 

What explains this first-quarter jump, 
which surprised most China-watchers long 
inured to surprising numbers? Part of it of 
course comes from China’s rising trade sur- 
plus, which hit $46 billion in the first-quar- 
ter of 2007, double last year’s $23 billion 
first quarter surplus. China also received 
$16 billion in foreign direct investment dur- 
ing the period. Although the composition 
of the central bank’s reserves is a secret, 
Brad Setser, senior economist at Roubini 
Global Economics, estimates that currency 
appreciation, mainly of the euro, may have 
added $5 billion, which when aggregated to 
another $10 billion to represent returns on 
investment, still leaves nearly $60 billion 
unaccounted for. 

In order to head off concern that this 
might represent a resurgence of hot money 
inflows, Chinese authorities took the un- 
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usual step of trying to explain the first- 
quarter surge. Three days after the news 
was released, Wu Xiaoling, a deputy gov- 
ernor of the People’s Bank of China, speak- 
ing at a Seminar in Guangzhou, said that 
the unwinding of swap agreements be- 
tween the central bank and Chinese com- 
mercial lenders had resulted in foreign 
exchange coming back onto the PBoC’s 
books during the first quarter. In addition 
some of the funds raised in offshore initial 
public offerings by Chinese banks and oth- 
er enterprises had also been brought back 
onshore, driven by the desire to take ad- 
vantage of the rising yuan. 

Wu Xiaoling’s comments eased market 
concerns somewhat. However they gave 
no information on the actual size of other 
inflows (although these were probably still 
small), and they didn’t address the funda- 
mental problem that these first quarter in- 
flows, which included capital inflows that 
were a postponement of inflows generated 
in 2006, will still have an adverse mone- 
tary impact. Excessive monetary expan- 
sion is as much a stock problem as it is a 
flow problem, and the fact that reserves 
are growing rapidly is much more impor- 
tant than the precise timing of the initial 
cause of the growth. 


The Money Trap 


WHAT THE FIRST QUARTER numbers did 
highlight is that for the past several years 
China has been caught in a money trap, 
and it is not at all obvious how it can es- 
cape. The trap consists of self-reinforcing 
structures in which cause and effect are 
intertwined. At the heart of this is the 
trade surplus. China’s trade surplus means, 
by definition, that it produces more than it 
consumes. If it produces substantially 
more than it consumes, as it currently 
does, the Chinese economy is forced to run 
a substantial trade surplus. 

This trade surplus is self-reinforcing 


China’s Last Option: Let the Yuan Soar 11 


because it generates too-rapid growth in 
reserves as dollars pour into the country 
through the export account. As the Peo- 
ple’s Bank of China is forced to buy the in- 
coming dollars, it expands the domestic 
money supply, either by creating money or 
by issuing a close substitute for money, 
short-term central bank bills. The money 
creation itself forces further expansion in 
investment, either directly or through the 
banking system, which results in ever- 
greater production and with it ever-great- 
er trade surpluses. 

The result can be seen in the numbers. 
For all the attempts to manage the process 
over the past five years, including adminis- 
trative controls, yuan appreciation, numer- 
ous increases in minimum reserve 
requirements, and several interest rate ris- 
es, industrial production continues to soar, 
along with the trade surplus and the money 
supply. M2 was up 17.3% in the first quarter 
of 2007, against a target of 16%. Industrial 
production was up 18.3% over the same pe- 
riod last year, a 10-year record (versus an 
already high 16.7% for first quarter 
2006). With this level of growth in 
industrial production, it is unreal- 
istic to expect a narrowing of the 
trade surplus any time soon, and 
if the trade surplus doesn’t nar- 
row, neither money growth, 
loan growth, nor investment is 
likely to slow down. As they 
continue to surge, they will put 
more upward pressure on Chi- 
na’s exports. 

The Chinese Academy of Sci- 
ences recently forecast this year’s 
trade surplus to be 43% higher than last 
year’s $178 billion. China, it seems, is stuck 
in what once seemed like a virtuous cycle 
but is increasingly a vicious one. As in Ja- 
pan in the 1980s, trade surpluses create the 
conditions for more trade surpluses. Unless 
authorities can somehow force down the 
surplus—perhaps by going on a massive 
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(and probably inefficient) international 
buying spree—it is hard to see what can re- 
verse this self-reinforcing process, short of 
a sudden appreciation in the currency or a 
sudden contraction in the domestic money 
supply, which is perhaps just another name 
for a domestic financial crisis. 


Undermining the Balance Sheet 


THERE IS AN old banker’s saying that bad 
loans are made during good times. Times 
are as good as they can get for Chinese 
banks: GDP is growing quickly, corporate 
profitability seems to be rising (although 
at least part of this may come from specu- 
lating on financial markets, China’s latest 
corporate fad), and China and the world 
are flooded with liquidity that has kept in- 
terest rates low, asset prices high and ris- 
ing, and has not yet shown up as 
inflation. 

But it is precisely in this sort of Minsky 
paradise that the 


financial sys- 

tem is likely to evolve 
in a direction where risks are built up and 
even more bad loans are made. Loan growth 
and investment growth in China have been 
high—in the first quarter of 2007 loans 
grew by 1.4 trillion yuan, an amount equal 
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to nearly 28% of first-quarter GDP and more 
than half of last year’s already high loan 
growth. The authorities have raised mini- 
mum reserve requirements an unprece- 
dented seven times since April 2006, they 
have raised interest rates three times dur- 
ing this period, and they have made tre- 
mendous sterilization efforts, with no 
apparent impact on the economy and with- 
out putting a dent in the pace of loan growth 
or stock-market appreciation. 

Even China’s much-vaunted adminis- 
trative controls haven’t done much. During 
the last three years every bout of excessive 
growth was moderated, to much fanfare, by 
administrative policies—but never for more 
than two or three months, after which the 
country’s economy once again picked up 
speed. Analysts often laud the use of ad- 
ministrative controls as Beijing’s ultimate 
weapon, but the track record seems to pro- 
vide very weak evidence for their useful- 
ness. They seem temporarily to slow down 
growth in the areas in which the authori- 
ties are most concerned, but have no impact 
beyond a few months. For all the talk of ad- 
ministrative controls over the past five 
years, GDP grew by 11.1% in the first quarter 
of 2007—after its already heady 10.7% and 
10.4% surges in 2006 and 2005. Adminis- 
trative controls seem mainly effective in 
shifting problems from where they are no- 
ticed to where they are not. 

The failure of market and administra- 
tive measures will almost certainly in- 
crease systemic risk. 






China’s Last Option: Let the Yuan Soar 13 


oo MONETARY POLICY ~= 


There are many problems in the country’s 
financial markets, but the two greatest 
have to do with the banking system. The 
most obvious problem, of course, is that the 
country’s financial system is dominated by 
its banks, whose lending policies tend to be 
inflexible, whose risk systems are rudi- 
mentary, and whose ability to adjust is con- 
strained by arigid (and opaque) governance 
structure. This means that since banks are 
the primary source of financing, contrac- 
tions in the banking system are likely to be 
transmitted into the underlying economy. 
There they can set off more self-reinforc- 
ing processes in which banking-sector con- 
tractions caused by rising bad loans lead to 
economic contraction as the banks clum- 
sily attempt to reduce loan exposure, which 
then leads to further banking-sector con- 
traction as corporate defaults rise in re- 
sponse to bank tightening. 

The second problem is that the banking 
system is already in trouble. While there 
have certainly been improvements in lend- 
ing practices in recent years, Chinese 
banks have a long way to go before they are 
healthy and prudently managed. If non- 
performing loans and other assets were 
valued correctly, these banks would be 
technically insolvent. In a November 2006 
report, Fitch Ratings calculated that total 
unrealized losses in the banking system 
exceeded total capital and reserves by 
more than one-third. This figure does not 
include estimates made for the rapid loan 
expansion of the past two years, which 
most analysts believe will result in a surge 
in new nonperforming loans. 

The financial authorities 
have attempted to clean the 
banks by carving out roughly 
$300 billion in bad loans and 
selling them to asset manage- 
ment companies for liquida- 
tion. Unfortunately, because 
the actual liquidation process has 
been glacial, the cleaning up of the 


banks, as limited as it has been, fails on 
two counts. First, liquidating bad loans is 
not done simply to clean up the banks. It 
also permits overly indebted companies to 
eliminate financial-distress costs associ- 
ated with the debt overhang and begin to 
operate normally. This not-widely-under- 
stood benefit of loan liquidations is a very 
important element in repairing a badly 
functioning banking system, but in China 
it has barely taken place. 

Perhaps more importantly, the cleanup 
of bad loans has consisted largely of trans- 
ferring the loans from the banks’ balance 
sheets, where they were effectively contin- 
gent obligations of the government, to oth- 
er entities where they are direct obligations. 
This wouldn’t be a problem if the govern- 
ment’s credit were unassailable, but the 
government’s total liabilities, including 
contingent liabilities, have been rising and 
may well exceed 60% of app. It is not obvi- 
ous that the government’s credit can with- 
stand much more increase in contingent 
debts, which would probably occur if some 
event were to set off an economic contrac- 
tion. Because of this shuffling of bad loans, 
the credit-worthiness of Chinese banks has 
barely improved in the past 10 years—while 
the banks’ direct credit has improved, that 
of their guarantor has deteriorated. 


Monetary Policies 


DURING THE NATIONAL People’s Congress 
in March, Premier Wen Jiabao said that 
the economy is “unstable, unbalanced, un- 
coordinated and unsustainable.” China’s 
feverish economy and weak national bal- 
ance sheet are largely the consequence of 
the past several years’ explosive monetary 
growth, and as it accelerates, itis clear that 
some sort of adjustment needs to happen. 
Perhaps it is possible that the adjustment 
will take place in a benign context and the 
consequences will be mild. If China is 


lucky, if global growth and liquidity condi- 
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tions are maintained for at least another 
five to seven years, and if the government 
gets serious about cleaning up the banking 
system and developing alternative finan- 
cial markets, China may muddle through. 

But this may be a lot to hope for. It is 
not clear that anyone can count on benign 
conditions for so long, and it is even less 
clear that the financial authorities are seri- 
ously repairing the financial system. In 
retrospect the financial authorities have 
made two major mistakes. The first was to 
have dragged their feet on cleaning up the 
banks, when they should have been 
strengthening and clarifying the gover- 
nance framework, carving out bad loans, 
liquidating them as quickly as possible, 
and so limiting their current and future 
impact on the country’s credit. The second 
mistake may have been harder to predict 
at the time, but it now seems that the fi- 
nancial authorities waited too long in be- 
ginning the appreciation of the yuan. By 
waiting until 2005, and then only permit- 
ting a gradual upward creep, they forced 
the yuan to stay too low for too long. 

As things stand now, there is little that 
the authorities can do to rectify the cur- 
rency problem. To continue allowing the 
yuan to appreciate at its current glacial 
path means that the monetary imbalances 
will persist, and as they do, the combina- 
tion of a further weakening in the nation- 
al balance sheet and the greater monetary 
pressure will make the eventual adjust- 
ment more difficult. To allow a more rapid 
appreciation of the yuan brings equally se- 
rious difficulties. It would almost certain- 
ly cause a pick-up in hot money inflows, 
which would exacerbate monetary condi- 
tions and increase the set of problems— 
overinvestment, excessive loan growth, 
and asset-price bubbles—that the authori- 
ties need so urgently to fix. 

None of the standard policy options 
seem to be working—domestic monetary 
contraction via interest-rate increases, 
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minimum-reserve increases, and adminis- 
trative measures have proven as ineffective 
as faster or slower appreciation of the cur- 
rency. Another as-yet-untried option, how- 
ever, which now seems so unlikely that 
most economists dismiss it out of hand, will 
eventually draw much wider support—not 
because it is obviously good policy but rath- 
er because it may be the only option left. 

The central bank can engineer a large 
one-off jump in the value of the yuan, fol- 
lowed by a peg, which would halt hot mon- 
ey inflows and after a period of adjustment 
reduce the trade surplus, to bring China’s 
monetary system back into balance. If the 
revaluation is sufficiently high, and is fol- 
lowed by a credible peg, it will cause an 
import-related boost in consumption that 
will help bring down the trade surplus 
while also reducing or even reversing cap- 
ital inflows. The slowing of reserve growth 
will slow investment, which by reducing 
production will limit export growth. 

This policy option is not without sig- 
nificant risks. A too-great revaluation 
could hurt export industries and lead to 
capital flight which, by weakening bank 
loans to export companies and simultane- 
ously creating deposit outflows, could 
jeopardize the banking system and precip- 
itate the crisis it was designed to modify. 
And of course anything that reverses the 
self-reinforcing process of investment and 
growth may result in a rise in unemploy- 
ment in the short term. 

Although the relative attractiveness of 
this policy option is increasing and will 
continue to increase over time, there is 
still great resistance because of its poten- 
tial impact on the banking sector. That is 
not surprising given the risks, but what 
else can the financial authorities do? Mon- 
etary growth is caught ina self-reinforcing 
trap whose consequence is an ever-weak- 
ening national balance sheet. The failure 
of market measures places even more em- 
phasis on the use of administrative mea- 


sures, but administrative measures are 
most powerful when least used. The threat 
of using them is often more effective than 
the actual measures, and because of their 
overuse no one now expects them to have 
much effect. The market has already been 
trained to buy every dip. 

In April Xia Bin, director of the finance 
division of the Development Research 
Center and advisor to senior government 
officials, told members of a financial forum 
that “The central bank of China’s current 
monetary policy is a bit weak. In other 
words, money supply is a bit out of con- 
trol.” This is an admirably (and surpris- 
ingly) frank assessment, and if true implies 
an uncomfortable future. China is mud- 
dling through its monetary management 
and will probably continue to muddle 
through for the foreseeable future, but at 
some point there must be a substantial ad- 
justment made, in which not only does 
money-supply growth slow significantly 
but also the previous excess money-cre- 
ation is wrung out of the economy. 

The authorities have tried nearly every 
gradualist tool at hand and nothing seems 
to work. They can’t even get the attention 
of financial journalists, who relegate these 
moves to the back pages of their newspa- 
pers. No one seems to care what the author- 
ities do. China’s latest reserve-increase 
announcement (up 50 basis points, to 11%) 
made two days before the May 1 holidays 
saw the stock market respond contemptu- 
ously the next day by surging 2.17%. 

This is not surprising if the root problem 
is excessive monetary growth caused by 
ballooning reserves, because none of the 
tools have so far been able to address the 
root problem. Until they do so, it is hard to 
see how this story can end well. Perhaps the 
best thing for Chinese bankers, investors 
and businesses to do now is to enjoy the 
party and try not to think too much about 
tomorrow’s hangover. That’s probably what 
the punk band Norx would do. = 
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Satisfy China’s 
Demand for Money 


by Hugo Restall 





S THE AUDIENCE at the 
Asia Society’s May gala 
dinner in Hong Kong sips 
their coffee, the modera- 
tor allows one more ques- 
tion from the audience for Nobel 
economics laureate Robert Mundell. A 
Chinese gentleman stands to ask how 
much longer the U.S. dollar would remain 
the world’s reserve currency. The query 
seems like the perfect set-up for the 
world’s foremost expert on monetary pol- 
icy and a well-known “friend of China” to 
predict the rise to preeminence of China’s 
currency. 

But Prof. Mundell bats the question 
away without hesitation. China, he ex- 
plains, is still far behind the U.S. in terms 
of economic strength and stability. “I think 
the dollar era is going to last a long time... 
perhaps another hundred years.” 

The answer is a fitting end to an eve- 
ning in which the conventional wisdom 
has been set on its ear. The high U.S. trade 
deficit, widely supposed to be unsustain- 
able, is not only sustainable, Prof. Mundell 
argues, it is necessary to the functioning 
of the global economy. China’s high bal- 





ance of payments surplus and pressure on 
the yuan could be resolved quite easily by 
ending the central bank’s sterilization— 
the practice of following up its interven- 
tions in the foreign-currency market by 
issuing bonds, thereby preventing the 
money supply from increasing too fast. 
And no, this wouldn’t lead to a big jump in 
inflation. 

On this last score, Prof. Mundell has a 
few economists in the audience scratching 
their heads. Is the economist known as 
the “father of the euro” for his work on 
optimal currency areas just being provoc- 
ative? After all, he has a bit of a reputation 
as what the Chinese would call a lao wan 
tong, a playful old child. The 74-year-old 
Columbia University economics professor 
has appeared on the television show Late 
Night With David Letterman to tell “Yo 
Mama” jokes and recite hip-hop lyrics. He 
owns al2th-century castle in Siena, Italy, 
once occupied by Pandolfo the Magnifi- 
cent, and his nine-year-old son attends in- 
ternational school in Florence. 

So the next day I meet with Prof. Mun- 
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dell in the coffee shop of his hotel to try to 
get to the bottom of this last point. The 
standard economic theory tells you that if 
the money supply rises, so should inflation. 
And the professor had a big hand in writ- 
ing that theory, so what gives? 

First a brief explanation. Without ster- 
ilization, China would essentially be run- 
ning a currency board system, much like 
in Hong Kong. When people want to con- 
vert more foreign currency into Hong 
Kong dollars than the other way around, 
the government stands ready to make the 
trade, creating new Hong Kong dollars and 
depositing the foreign currency into re- 
serves. The money supply increases, and if 
this outstrips the growth in the economy, 
the usual outcome is too much money 
chasing too few goods—inflation. For in- 
stance, in the mid-1990s inflation in Hong 
Kong ran much higher than in the U.S. 

Prof. Mundell himself pioneered the 
explanation for this, the “impossible trin- 
ity.” In its simplest form, no economy can 
have free capital flows, a fixed exchange 
rate and control over its own monetary 
policy, i.e. stable interest rates or stable 
prices, all at the same time. Economies 
with acurrency board like Hong Kong en- 
joy the first two, but can’t regulate the lo- 
cal economy separately from the one they 
have pegged to, and so may suffer bouts of 
inflation and deflation through the busi- 
ness cycle. 

But, he poses, what if extra yuan did not 
send consumption of Chinese goods into 
overdrive, but merely satisfied the desire to 
hold yuan and yuan-denominated assets? 
China’s domestic economy is becoming 
wealthier and its citizens are saving in re- 
cord amounts, wealth that cannot easily go 
abroad because of capital controls and so is 
invested in production capacity far beyond 
the needs of domestic consumption. Mean- 
while, the largest portion of the increase in 
reserves is driven not by the trade surplus 
but by inward investment. The upward 


pressure on yuan has become self-perpetu- 
ating, especially since the shift to a slowly 
appreciating peg in 2005. Holding the yuan 
has become a one-way bet. 

In other words, look at the yuan as a 
commodity, and China’s balance of pay- 
ments surplus as a case of demand out- 
stripping supply: “If you create money in 
an equilibrium situation, the additional 
money makes disequilibrium, and people 
spend more and that involves more im- 
ports, and potentially inflation. But if you 
print money to fill an excess demand for 
money, there is no inflation that comes 
from that.” 

By sterilizing, the central bank pre- 
vents the supply from rising fast enough to 
satisfy the demand, perpetuating the im- 
balance. Raising the required reserve ratio 
of the banks has the same effect. Ease off 
the sterilization and monetary tightening, 
Prof. Mundell predicts, and the demand 
for yuan will soon be sated. 

As in an equilibrium, one result would 
be increased domestic demand and im- 
ports, reducing the trade deficit. But with 
no shortage of problems on the horizon, 
it’s unlikely that domestic prices would 
rise across the board, and prices of some 
goods might actually decrease as compa- 
nies achieve greater economies of scale. 
Since the trade surplus will decline, polit- 
ical tension with the U.S. will also ease. 

There is precedent to justify such opti- 
mism, Prof. Mundell explains. In the early 
1980s, after Paul Volker’s Federal Reserve 
tightened interest rates and vanquished 
the runaway inflation of the 1970s, the U.S. 
economy passed through a sharp recession 
and then began to recover. When confi- 
dence in growth prospects and the value 
of the dollar was restored, the desire of 
Americans and foreigners to hold the cur- 
rency increased. The money supply began 
to grow at a phenomenal rate, and some, 
including Milton Friedman, predicted on 
this basis that inflation would reappear. 
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But Prof. Mundell diagnosed it differently: 
“What was happening was the expecta- 
tion of disinflation was increasing the de- 
mand for money.” And in fact not only did 
inflation fail to re-emerge, but disinflation 
continued through the 1980s. 

So is China in the same boat today? 
Consider that the People’s Bank of China 
is already not doing a very good job of ster- 
ilization. One standard measure of money 
supply, M2, is growing at 
17%, compared to GDP 
growth of about 11%. 
And yet inflation re- 
mains very low. In fact, 
in recent periods when 
growth has slowed, de- 
flationary pressures 
have emerged. 

This fact is ob- 
scured by a lot of blath- 
er about the Chinese 
economy “overheat- 
ing.” Yet the hallmark 
of overheating, as 
Prof. Mundell ob- 
serves, is an excess of 
demand leading to bot- 
tlenecks in many mar- 
kets. If anything, China 
still suffers from weak do- 
mestic demand. And while 
there are a few isolated bottle- 
necks in the economy, in general 
there are plenty of inputs available to in- 
crease production. 

This confused terminology is not the 
only way in which the experience of devel- 
oped countries is misapplied to China. In 
the U.S., for example, the Federal Reserve 
usually regulates the economy largely by 
setting the interest rate at which banks lend 
to each other and through the buying and 
selling of bonds, and practically never by 
administrative means or intervening in the 
foreign-currency markets. In China, it is 
the opposite; the management of the ex- 
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change rate is the central bank’s chief im- 
pact on the economy. Setting interest rates 
is mostly for show, and has little meaning. 

So what about China’s stock-market 
bubble, should the People’s Bank try to pop 
it? China could include asset prices in its 
index of prices if it wanted to target price 
stability. But the problems with the market 
require deeper reform. As long as the in- 
ternational monetary environment is sta- 

ble, pegging the yuan to 
the dollar offers the op- 
portunity to target the 
broadest possible in- 
dex of prices, effec- 
tively the goods of the 
whole world. It’s diffi- 
cult to improve on 
that, even if China had 
its own Alan Greens- 
pan. 
Full convertibility 
is not on the cards as 
long as the primary 
objective of the 
Communist Party is 
maintaining power, 
not the welfare of 
China’s citizens, 
Prof. Mundell ad- 
mits. But he advises the 
Party bosses to progres- 
sively relax the controls to 
help take the pressure off the bal- 
ance of payments. 

However, in the unlikely event that the 
yuan were suddenly made fully convert- 
ible, Prof. Mundell predicts that the value 
of the currency would fall, not rise. That’s 
because many Chinese savers would natu- 
rally like to have the security of keeping 
at least some portion of their wealth in 
foreign currency. The incentive would be 
to move this money quickly, in case the 
government slammed the door shut. As 
with the experience of the United King- 
dom in 1947, when the Bank of England 
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saw its reserves evaporate in a matter of 
weeks, this becomes a self-fulfilling 
prophecy, and capital controls have to be 
reinstated. The movement to full convert- 
ibility is fraught with danger and must be 
approached cautiously. 

Even the abandonment of sterilization 
would have to be undertaken gradually, 
Prof. Mundell advises, in order to avoid 
scaring the markets: “I wouldn’t suddenly 
change what they are doing, just slow it 
down and phase it out over a year or so pe- 
riod.” Policy makers don’t have to be trans- 
parent in their thinking. “Even if you have 
gotten on to the wrong theory, you can’t 
just reverse course, you have to find an- 
other reason for changing.” 

Given Prof. Mundell’s many trips to 
China, and the fact that he is on the same 
wavelength as the leadership on keeping 
the value of the yuan stable, it would ap- 
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China’s central bank should slow down its 
sterilization and phase it out over a year or so. 
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pear that he has some influence within the 
leadership. He was given a “green card” by 
the government two years ago which gives 
him the permanent right to live and work 
in the country. And he says he is consider- 
ing buying an apartment in Beijing and 
shifting his son to a school there. 

But at the same time he remains skepti- 
cal of the quality of China’s top econo- 
mists, choosing to focus more on the next 
generation. He has lent his name to a busi- 
ness school in the capital, as well as a fi- 
nancial magazine. And he’s working on 
getting a screenplay set in China produced. 
One senses that, even though he helped 
found the supply-side school that informed 
the policies of Ronald Reagan, Prof. Mun- 
dell is too much of an independent mind to 
ever become a government’s go-to econo- 
mist. He’s having too much fun as a lao 
wan tong. = 
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Of a Rising Rupee 


by Vivek Moorthy 





HE INDIAN RUPEE rose by 
about 7% against the dollar 
between the end of March 
and early May, to 40.5 ru- 
pees to the dollar. For the 
past four years, the dollar has traded most- 
ly in the range of 43 to 44 rupees to the dol- 
lar. This sharp rise is already affecting 
exports from industries that compete on 
cost in international markets. 

The economic fallout of the rise in the 
rupee has triggered a vigorous debate. The 
basic policy choice is seen as follows: 
Should India’s central bank, the Reserve 
Bank of India, allow a much more flexible 
rupee, or should it impose controls on cap- 
ital inflows, or on the banking system as in 
China, to prevent a rupee rise? In my opin- 
ion, a moderately flexible exchange rate 
and stringent curbs on foreign inflows are 
best suited for India at present. 





The Impossible Trinity 


ANY DISCUSSION OF this issue must be an- 
chored in the well known “impossible 
trinity” condition, based on Nobel laureate 
Robert Mundell’s pioneering analysis (see 


related interview with Mr. Mundell on 
page 16). The condition states that a coun- 
try can choose only two of these three pos- 
sible options: an independent monetary 
policy, which allows it to choose its inter- 
est rate; a stable exchange rate; and full 
capital-account convertibility. To analyze 
possible intermediate policy choices, it is 
useful to schematically represent this as a 
triangle, giving primacy to independent 
monetary policy by placing it at the top 
(see diagram on page 21). 

Under a fixed exchange rate and full 
convertibility, any slight difference of in- 
terest rates will lead to an endless arbi- 
trage flow of capital one way that 
destabilizes the economy. This implies 
that under full convertibility, such a coun- 
try must keep its interest rate the same as 
the foreign interest rate, resulting in a sub- 
stantial loss of independence to fight infla- 
tion or recession when needed. However, 
if a country has limited capital-account 
convertibility, it can juggle some degree of 
monetary autonomy with some fixity in 
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the exchange rate, as India successfully 
was doing—until recently. 

What happened in India over the last 
four years up to March 2007? As the cap- 
ital account has been greatly liberalized, 
capital has rapidly poured into the coun- 
try. Despite India’s current-account deficit 
in the last two years, the inflows have been 
so large that had the RBI not intervened to 
buy dollars, the rupee would have risen 
sharply. 

The RBI’s goal has been to target the 
real effective exchange rate (REER), a 
weighted, inflation-adjusted index of the 
rupee against India’s major trading part- 
ners. The REER target means that the RBI 
does not try to peg the rupee at a fixed lev- 
el, but rather tries to adjust it gradually to 
ensure that India’s exports stay competi- 
tive despite higher inflation. 

Although the RBI states that it inter- 
venes only to prevent volatility, and that it 
has no REER target, its forex trading indi- 
cates otherwise. (This is a bit like a Miss 
World contestant saying her main aim in 
life is to help the blind.) Barring the last 
two years, the RBI has managed to keep the 
REER close to 100, as the last column in the 
table on page 22 shows. However, in the 
last two fiscal years, the inflows have been 
so large that the RBI has moved to a more 
modest goal of preventing an absolute rise 
in the rupee. 

In recent years, as the Indian economy 
had begun to overheat, the RBI has been 
losing control over inflation solely due to 
its rupee-pegging policy—despite its other 
tightening moves. Having printed reserve 
money to buy dollars, the RBI has then 
been massively sterilizing the inflow (by 
offsetting money-market operations to sell 
bonds to the public). This reduces domes- 
tic credit, referred to in India as net re- 
serve bank credit to government, 
abbreviated here as NRCG. 

As can be seen from the same table on 
page 22, the sterilization has been so mas- 
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sive that NRCG has been negative (or close 
to zero) in the last three years. This is very 
unusual. Total reserve money created by 
the RBI is, broadly speaking, the sum of 
net foreign-exchange assets (NFA) and 
NRCG, with an accounting adjustment to 
value foreign-exchange reserves in ru- 
pees. It is literally the monetary base that 
commercial banks use to make loans and 
create deposits. 

Despite such oversterilization, in the 
three fiscal years ending March 2007, re- 
serve money rose by 60.7% and broad 
money (M3) rose by 64.3%. Most crucially, 
bank credit, which probably has the most 
impact on the economy and inflation, rose 
by 89% (see table on page 23). Much of this 
bank credit has gone into real-estate lend- 
ing. Sectoral data show real-estate loans 
grew by 155% in 2005 and 66% in 2006. A 
construction boom and house-price bub- 
bles in Bangalore, Delhi and other cities 
have been underway for some time. 

Due to the RBI’s lax policy, reflected in 
such high money supply and credit growth 
rates, the largely ignored consumer price- 
inflation measures, which are weighted 
heavily with food items, rose sharply. In 
the fiscal year 2006-07, the consumer price 
index for agricultural labor rose by 9.5%, 
almost double the inflation in the previous 
fiscal year. Even though the more widely 
used wholesale price index measure of in- 
flation has eased in April, the level of food 
prices is still high. Last month, the hard- 
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MASSIVE STERILIZATION 
India’s domestic credit levels dwindle 
Forex 


Reserves 
$ bn. 


Net Reserve 
Bank Credit 
to Gov’t* 


Exchange 
Assets’ 








48.80 2,639.69 1,413.84 54.11 
47.51 3,582.44 1,129.85 76.11 
43.45 4,844.13 369.2 112.96 
43.76 6,127.90 - 179.75 141.51 
44.61 6,729.83 81.38 151.62 
43.59 8,661.53 -28.02 199.18 
40.90 8,327.17 159.29 204.00 


NOTE: REER IS REAL EFFECTIVE EXCHANGE RATE (YEAR 1993-94 =100) 
* IN BILLIONS OF RUPEES ** AS OF APRIL 13, 2007 


SOURCE: RBI 


ship caused by rising or high food prices 
contributed to the trouncing of the ruling 
party in elections in India’s most populous 
state, Uttar Pradesh. 


Emulating the Yuan? 


TO FIGHT INFLATION, the RBI has been 
raising rates for well over a year, and more 
recently even using its most powerful pol- 
icy tool, the cash-reserve ratio, which im- 
pounds the reserves of the banking system, 
restraining their deposit expansion. The 
combination of the rupee peg, rising do- 
mestic interest rates and full convertibil- 
ity led to such an inflow that the RBI had 
to buy $12 billion equivalent in forex in 
February 2007 alone, more than 1% of an- 
nual Gpp. The consequences of the impos- 
sible trinity were manifest in the 
economy. 

Whether by compulsion, by choice, or 
both, the RBI stopped or reduced buying 
foreign exchange in March and April. The 
rupee rose to 43.59 rupees to the dollar at 
the end of March, from 44.3 rupees to the 
dollar in February. As of May 25, the rate 
was 40.60 rupees to the dollar. 

The strains caused to exporters and 
others by this abrupt rise have led to a sea 
change of opinion regarding the convert- 
ibility benefits that a floating rupee per- 
mits. In the last year, there has been a 
growing divide between the Ministry of 





REER 
Index 


Finance, which was in favor of a 
more flexible rupee, and the RBI, 
which has been trying to continue 
with some degree of pegging. On 
April 2, an expert committee pre- 


102.49 
97.43 sented a report recommending pol- 
8.85 icies to make Mumbai an 
101.35, é 
106.67 international financial center. Such 
104.91 a move effectively requires the ru- 

110.33** 


pee to be fully convertible. 

Since then, the jump in the ru- 
pee has jolted a wide range of peo- 
ple. It has made them realize how easily a 
stronger rupee—arising from huge capital 
inflows that exceed the prevailing current- 
account deficit—could wipe out whole ex- 
port sectors and jeopardize India’s growing 
presence in the global economy. It has also 
pushed the pipe-dream report on making 
Mumbai an international financial center 
to the back burner—and for good reason. 

Instead, there is now a chorus of ana- 
lysts advising that India must emulate the 
East Asian countries and export its way to 
prosperity by maintaining a cheap curren- 
cy. It is being suggested that India should 
manage the impossible trinity the way Chi- 
na does, i.e. by sterilizing the forex surplus 
by imposing stiffer cash-reserve ratios on 
the banking system. This limits the total 
expansion of money supply and credit for 
any initial expansion of the reserve money. 
China’s CRR is 11.0% as of May 2007, while 
India’s CRR was kept at 5% between Octo- 
ber 2004 and October 2006. The CRR has 
since been raised in steps and only when 
interest-rate increases were proving inef- 
fective. Currently it is at 6.5%. 

The RBI will perhaps use the CRR and 
the incremental CRR (targeted at expand- 
ing banks, not all banks) to fight inflation, 
while continuing to peg the rupee and mop 
up forex inflows. However, it is dangerous 
to try to emulate China. Taxes on the 
banking system and financial repression 
cannot substitute for controls on inflows if 
the goal is to maintain an exchange-rate 
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peg. Those advocating such policies are 
overlooking a very fundamental fact: In- 
dia’s underlying inflation rate is about two 
to three percentage points higher than 
China’s inflation rate. 

Hence India’s interest rates need to be, 
and are, that much higher. The 10-year 
government bond now yields well over 8%. 
Without stringent controls on inflows, un- 
der a fixed exchange rate, the flood of ex- 
ternal borrowing will swamp the economy. 
It is ironic that just as China has moved to 
amore flexible rate since 2005, economists 
in India might be thinking of emulating its 
peg. Decisions to withdraw from bank de- 
posits to invest in China’s frenzied stock 
market have been partly triggered by de- 
posit rates that are too low. 


A Concrete Suggestion 


IN MY OPINION, a moderately flexible ex- 
change rate, explicitly avoiding a real ex- 
change-rate target, coupled with carefully 
chosen capital controls, is best suited for 
India now. The flaw with a real exchange- 
rate target is that, although it takes care of 
inflation differences, it does not adjust for 
underlying changes in competitiveness. 
The Internet has made the world flatter. 
India’s previously nontradable services— 
namely, English speaking voices—became 
exportable. The REER index with base 
1993-94 is thus very outdated. On the oth- 
er hand, the problem with a full float is the 
sharp swings in the nominal, and thus real 
exchange rate that can occur under full 
convertibility. 

These problems can be avoided by lim- 
iting inflows. Intervention should be un- 
dertaken strictly to limit volatility and 
nothing else. How can this be operational- 
ized? The RBI can declare an annual target 
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A RUNAWAY TIDE 
The results of the rupee peg 
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100 100 100 
Bree 1205 122.5 125.9 
131.2 136.1 166.4 

2006-07 160.7 164.3 189.2 


SOURCE: RBI, 2003-04 VALUES INDEXED TO 100 


and intervene only if the rupee moves out- 
side a moderate range, say between minus 
8% and plus 5%, allowing for our higher 
inflation. Once a year, the target should be 
adjusted to some average rate that pre- 
vailed in the previous year. In academic 
parlance, this is a random-walk band. If 
fundamentals suddenly warrant a 20% 
jump in the real exchange rate, let this 
happen gradually over four years, at 5% 
per annum. With $200 billion in reserves, 
and with policies to curb inflows, the RBI 
should be able to achieve such a target. 

Controls that reduce leverage and trad- 
ing limits and thus act as a natural hedge 
against volatility should be tried. The ru- 
pee tumbled in early February 1996, just 
one month after banks were allowed to 
raise their open forex position limits, and 
related liberalizing measures, in accor- 
dance with the Sodhani Committee rec- 
ommendations of September 1995. As I 
argued then, this tumble may not have 
been just a coincidence. 

An unremunerated reserve require- 
ments tax on short-term inflows, as pio- 
neered in Chile and tried by Thailand in 
December 2006, is another such policy. 
Even if the stock market falls sharply as in 
Thailand, policy makers should resolutely 
stick to their guns. Ina world with huge im- 
migration barriers, there is a compelling 
logical and practical case for offsetting con- 
trols on inflows from richer countries. (Wi 
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Hong Kong’s Arrested 
Development 


by Friedrich Wu 





S THE HONG Kong Special 
Administrative Region 
reaches the 10-year anni- 
versary of the territory’s 
reunion with its sovereign 
in China next month, government and 
business leaders in the SAR will no doubt 
engage in many complacent self-congratu- 
lations to celebrate that, after all, their 
capitalist haven has not, as the Fortune 
magazine prematurely predicted in 1995, 
submerged into a “global backwater” un- 
der the weight of its communist mother- 
land. On the contrary, according to the 
Hong Kong government’s latest marketing 
hype, the territory is destined to emerge 
as “Asia’s World City,” which will continue 
to occupy an “unrivalled role as the gate- 
way to China and the rest of the region.” 
While the bravado may serve as a mo- 
rale booster for an economy that has re- 
cently recovered from some hard times 
during the first half of this decade, unwit- 
tingly it is also a reflection of the ostrich 
mentality of Hong Kong’s business and po- 
litical elite—many of whom seem to be 
oblivious of the looming competitive 
threats that their territory must confront. 





Recently unfolding trends indicate that, in 
the coming decade, Hong Kong’s self-pro- 
claimed role may face the real and immi- 
nent danger of being usurped by its 
ambitious and aggressive “sister” cities in 
the mainland. 

Take entrepôt trade and the logistic 
business for example. For several decades 
since China’s opening-up in 1979, Hong 
Kong has had a stranglehold on this sector 
that has allowed the territory to develop 
into the premier transshipment center for 
exporters and importers in the mainland. 
According to the Hong Kong Trade Devel- 
opment Council, about a quarter of China’s 
$1.8 trillion foreign trade goes through the 
territory’s port, while more than 60% of 
the SAR’s re-exports—which account for 
96% of Hong Kong’s total exports—either 
originate in or are destined for the main- 
land. In the past few years, however, stub- 


œo Mr, Wu, a former Hong Kong resident, is ad- 
junct associate professor at the S. Rajaratnam 
School of International Studies of Nanyang 
Technological University in Singapore. He is 
concurrently a (nonresident) senior research 
associate at the East Asian Institute, National 


University of Singapore. 
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bornly high costs, and the energetic 
expansion of mainland ports have com- 
bined to erode Hong Kong’s hitherto pre- 
eminent position. Container-terminal 
operators in the territory typically charge 
as much as 50% more than their counter- 
parts in Shenzhen. Quoted in the Financial 
Times, the Hong Kong Container Termi- 
nal Operators’ Association has recently 
candidly admitted that “[t]he cost differ- 
ential is making Hong Kong really not 
competitive.” It further warns that in the 
absence of remedial action to slash costs, 
“growth in Hong Kong in the near future 
will be slow or zero.” 

Meanwhile, ports in the mainland, es- 
pecially in Shanghai and Shenzhen, have 
embarked on explosive enlargement plans 
with the undisguised aspiration to become 
China’s hubs for cargo-container traffic of 
ships heading to and from other countries. 
At the mouth of the Yangtze River Delta, 
a turbo-charged economic growth zone, 
the Shanghai municipal government has 
pressed hard to build its port into the larg- 
est in the world, let alone China, by con- 
structing the gargantuan Yangshan 
deep-water port. 

So impressive is the frenetic growth of 
the Shanghai port that in the first quarter 
of 2007, it established a milestone by dis- 
placing Hong Kong as the world’s second- 
busiest port behind Singapore. Compared 
to the same period a year earlier, Shanghai 
surged by 28% to handle 5.88 million 20- 
foot equivalent units (TEUS) against Hong 
Kong’s 2.3% rise to 5.5 million TEUs—also 
in the same period. Industry analysts fore- 
cast that Shanghai will “remain ahead at 
the end of the year.” Likewise, with the 
unabashed aim to grab a slice of the inter- 
national transshipment business in the 
Pearl River Delta, Shenzhen has launched 
its Own major container-port expansion 
programs in Shekou, Chiwan and Da Chan 
Bay. With its combined throughput leap- 
ing by 8.2% to 4.26 million TEUs in the first 


quarter when compared to same period a 
year earlier, the Hong Kong Shippers’ 
Council has pessimistically predicted that 
“Shenzhen will outstrip Hong Kong as the 
[world’s] third-largest port next year.” 


Financial Hub(ris) 


IN FINANCIAL SERVICES, the Hong Kong 
Monetary Authority has tirelessly bragged 
about the territory’s irreplaceable role as 
the paramount fund-raising center for 
mainland Chinese companies. This is by 
and large true until recently, even though 
in the past years Chinese enterprises have 
also increasingly fanned out to raise capi- 
tal in other overseas stock exchanges such 
as New York, London and Singapore. 

Lately, however, with the resuscitation 
of the Shanghai and Shenzhen bourses af- 
ter years in the doldrums and a deluge of 
liquidity gushing from household savings, 
the appeal of domestic markets for Chi- 
nese companies has shot up significantly. 
As a demonstration of the breakneck pace 
of their revival, on April 11, China’s twin 
stock markets notched up a significant 
milestone when the combined market cap- 
italization of the Shanghai and Shenzhen 
exchanges, at $1.81 trillion, surged to sur- 
pass Hong Kong’s $1.79 trillion (hitherto 
the world’s sixth largest stock exchange) 
for the first time ever. 

In an attempt to add more breadth and 
depth to the still relatively immature twin 
domestic bourses, the China Securities 
Regulatory Commission has since mid- 
April directed all but the largest potential 
initial public offering issuers in the main- 
land to list on the Shanghai or Shenzhen 
exchange first, before they can be granted 
approvals to issue H-shares in Hong Kong. 
While the intentions of the latest csrc 
stance are to raise the number of quality 
stocks available to mainland investors and 
concurrently mop up excess liquidity in 
the home markets, rather than to undercut 
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Yangshan deep-water port, pictured above, displaced Hong Kong as 
the world’s second-busiest port in the first quarter of 2007. 


Hong Kong’s fund-raising clout, the policy 
is likely to reduce sharply the number of 
IPOs by mainland companies in Hong 
Kong. This is certainly bad news not just 
for the Hong Kong exchange, but also for 
the many international investment banks 
that rely on H-share listings for under- 
writing income. Last year, 59 companies 
raised $41.5 billion in Hong Kong IPOs, of 
which $38.6 billion (93%) was from 41 
mainland companies. 

Already, csrc’s move has claimed sev- 
eral Hong Kong-listing casualties, includ- 
ing a $600 million ipo by West Mining Co., 
a $150 million listing by Tianjin Lishen 
Battery, and a $200 million offering by 
Chongqing City Commercial Bank. All 
three are now switching to list in Shanghai 
instead this year. 

As listing casualties in Hong Kong are 
set to mount, PricewaterhouseCoopers has 
recently made the grim predictions that IPO 
proceeds raised in the territory this year 
will fall precipitously by as much as 50% to 
$20 billion, while the correspondent num- 
bers on the mainland exchanges will surge 
50% to reach $25 billion. Commenting on 
the repercussions of this unfavorable devel- 
opment on Hong Kong, the Financial Times 
has pessimistically opined that “the shift in 
[csrc’s] bias towards approving A-share 
listings is expected to hasten Hong Kong’s 
toppling as greater China’s leading centre 
for initial public offerings.” 


REUTERS 
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Loosing its Edge 


FINALLY, BUT NO less importantly, a third 
challenge that Hong Kong must tackle go- 
ing forward is the inexorable erosion of its 
traditional competitive advantage as a lo- 
cation of choice for multinationals to base 
their regional headquarters to oversee 
their Greater China/Asia-Pacific business 
activities. Exorbitant operating costs 
which are easily more than double that in 
the mainland’s front-running metropolis- 
es, rising air pollution that is shooting to- 
ward the levels in Beijing and Shanghai, 
and aggressive campaigns by “sister” cities 
in China which doggedly push to grab a 
slice of this lucrative business segment are 
the three main threats that are now con- 
testing Hong Kong’s hitherto hegemony as 
the preferred host for MNCs’ regional op- 
erations. High costs of doing business in 
Hong Kong, including office rentals and 
wages, have been consistently cited by for- 
eign companies as the major impediment 
to operating in the territory. 

To this deterrent one must now add 
plunging air quality. The Financial Times 
has identified the latter as “a big risk for 
Hong Kong” as “pollution is threatening to 
drive foreign investment and executives 
away.” It further warns that as a host to 
multinational corporations’ regional head- 
quarters, the territory’s “advantages are be- 
ing overshadowed by the haze.” Not 
unexpectedly, Hong Kong officials have 
tried hard to play down this negative aspect 
of their city. However, as Fortune magazine 
has quipped, given much lower costs in 
China, “if pollution is as bad in Hong Kong 
as it is on the mainland, why not just move 
to Beijing?” 

The latest annual survey by Invest 
Hong Kong, the territory’s official invest- 
ment promotion agency, claims that there 
are more than 1,200 foreign regional 
headquarters in the territory. The num- 
ber is probably an exaggeration, as its an- 
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Multinational firms are relocating their regional 
headquarters from Hong Kong to mainland cities. 
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nual surveys are based on voluntary, 
self-selected responses by participating 
companies rather than on some objective, 
quantitative yardsticks to measure the 
actual regional responsibilities of these 
entities. 

Notwithstanding Hong Kong’s seem- 
ingly awesome statistics, MNCS are in- 
creasingly lured by Beijing, Shanghai and 
even Guangzhou to (re)locate their region- 
al operations there, as all three cities (to- 
gether with the Ministry of Commerce) 
have promulgated attractive schemes to 
offer generous incentives to MNCs such as 
tax rebates/exemptions, special distribu- 
tion and export/import rights, and wider 
market access. Alcatel-Lucent, General 
Electric and Unilever were among the first 
MNCS to have established Greater China/ 
Asia-Pacific regional headquarters in 
Shanghai, followed by Exxon Mobil, Ko- 
dak, Honeywell and Johnson & Johnson. 

According to the China Daily, the past 
few years have witnessed several MNCs— 
among others, AMD, American Interna- 
tional Insurance, Fuji Xerox, General 
Motors, Goodyear and ups—uprooting 
their regional headquarters in Hong Kong 
or Singapore and relocating them to main- 
land cities. By the end of 2006, 154 MNCs 
had set up regional headquarters in Shang- 
hai and 181 in Beijing. While as a starting 
trend these are still modest figures, they 
are set to grow rapidly as other aspiring 
Chinese cities such as Guangzhou, Nan- 
jing and Tianjin join the fray—a develop- 





ment that no doubt will come at the 
expense of Hong Kong. 

Do the political and business manda- 
rins in Hong Kong possess the adroitness 
and ingenuity to help them avert the rela- 
tive decline of their city vis-a-vis fierce ri- 
vals in the mainland which seem to have 
displayed more dynamism, aggressive- 
ness, raw energy, and in some cases, even 
vision? Thus far, the Hong Kong govern- 
ment and the cartel operators who domi- 
nate the local economy have opted to rely 
on catchy public-relations slogans rather 
than on the articulation of a credible coun- 
termeasure strategy. Donald Tsang, chief 
executive of the HKSAR government, has 
often boasted that the mission of his ad- 
ministration is to elevate “Hong Kong into 
a New York or London of the East Asia 
time zone.” However, it is clear that that if 
Hong Kong keeps on its current course, 
and in the absence of a coherent strategic 
roadmap to preserve the territory’s pre- 
mier brand, the title that Mr. Tsang so cov- 
ets is likely to be out of reach. 

In response to past international criti- 
cisms, the Hong Kong government has 
bragged that “it has always been a mistake 
to bet against Hong Kong.” That is just 
sheer hubris. On the contrary, my bet is 
that, between now and 2017, the usurpa- 
tion of Hong Kong’s economic role as the 
uncontested interface between China and 
the rest of the world by some of the main- 
land’s first-tier cities will be as inevitable 
as it is inexorable. 1i 
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A Perilous Escape 
From Pyongyang 


by Bertil Lintner 





HAT BEGAN AS atrickle is 
becoming a flood. Accord- 
ing to official statistics, 
more than 400 illegal mi- 
grants from North Korea 
were apprehended in Thailand last year, up 
significantly from only 80 nabbed in 2005. 
But the actual figure of North Korean asy- 
lum seekers who have made the 5,000-ki- 
lometer-plus trip to Thailand from North 
Korea through China and, usually, Laos, 
could be much higher. A South Korean in- 
terpreter, who helps the Thai police inter- 
view the refugees, estimates that as many 
as 1,000 North Koreans entered Thailand 
in 2006. Many are living in hiding and wait- 
ing for the right moment to turn themselves 
over to the Thai authorities. Unlike China, 
which shares a border with North Korea, 
Thailand does not send the refugees back; 
they process each case and, together with 
the United Nations High Commissioner for 
Refugees and the South Korean embassy in 
Bangkok, arrange for their eventual reset- 
tlement, usually in South Korea. 

The North Koreans are fleeing one of 
the world’s most repressive regimes and 
economic misery, but the profile of the ref- 





ugees has also changed over the past few 
years. Most of the North Koreans now 
reaching Thailand are not starving peas- 
ants, but come from urban middle-class 
backgrounds, and they usually have kin 
who have already fled North Korea and 
been resettled in the south. That may be 
necessary, because in order to reach Thai- 
land safely, the refugees have to pay well- 
organized Chinese criminal gangs for the 
passage. Sources close to the North Korean 
refugees in Thailand say the smuggling fee 
is at least $5,000 per person, and that it can 
be as high as $13,000 if the asylum seeker 
in question is a government official or oth- 
erwise deemed to be an important person 
who needs special protection. The United 
States-based Refugee International pointed 
out in a 2006 report that “few of the coal 
miners and peasants whom RI interviewed 
in China ... could ever dream of amassing 
the cash needed to take the overland route 
through Southeast Asia.” 


œo Mr. Lintner is a Swedish journalist based in 
Thailand and the author of Great Leader, Dear 
Leader: Demystifying North Korea under the 
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Relatives in South Korea usually pay the 
Chinese traffickers in advance, and smug- 
gling fees include transportation, food and 
accommodation in safe houses along the 
way—and allegedly bribes for Chinese po- 
lice to ensure safe passage. Nearly all North 
Korean refugees enter China illegally with- 
out passports and visas and few carry any 
documentation that might reveal their true 
identities. Some refugees are also helped by 
South Korean church workers, who operate 
clandestinely in the border areas, while 
others reportedly pledge to pay once they 
have reached South Korea, where they re- 
ceive a generous allowance from the gov- 
ernment to start a new life. But that also 
means that the Chinese gangs must have 
enforcers in South Korea who ensure that 
payments are made. 


Escape from Misery 


NORTH KOREA HAD been severely affected 
by a disruption in trading ties with its for- 
mer communist allies in the late 1980s. 
The former Soviet Union ceased providing 
aid in 1987. More devastatingly, both the 
former Soviet Union in 1990 and China in 
1992 demanded that North Korea pay stan- 
dard international prices for goods, and 
that it paid in hard currency rather than 
through barter arrangements, as had pre- 
viously been the case. This immediately 
affected petroleum imports to the degree 
that they declined to 30,000 tons in 1992, 
from 506,000 tons in 1989. 

North Korea, a country that had been 
comparatively industrialized in the 1970s 
and 1980s, faced a severe crisis. Factories 
were forced to close because of electricity 
shortages. Lack of fuel for tractors and 
trucks, and no money to import fertilizers, 
caused agricultural production to decline. 
Then, the country was hit by devastating 
floods. The North Korean government, 
once proud of its independence and self- 
sufficiency, had to ask the United Nations 





and other international organizations to 
provide it with emergency food aid. 

Until the early 1990s, North Korea had 
actually had a fairly well-organized food- 
distribution system, even if, as in other so- 
cialist countries, it was based on the division 
of the population into different social cat- 
egories in order to exercise political con- 
trol. Every town had a food-distribution 
center, where families could collect their 
food in exchange for coupons, which they 
had been given at their work places. 

Sitting on the floor in a small apart- 
ment in a suburb of the South Korean cap- 
ital Seoul, Park Yong, a short and 
soft-spoken man in his mid-20s from 
North Hamgyong province on North Ko- 
rea’s border with China, recalls that ra- 
tions began to decrease in 1992: “But the 
real crisis began in August-September 
1994, and by 1995 the food-distribution 
system had stopped altogether. People be- 
gan to grow their own vegetables, and pri- 
vate vendors appeared in the streets, 
selling food at inflated prices. Many sold 
their belongings and then their homes.” 

Divorces became more common and 
families broke up because many men, and 
some women, went to look for work else- 
where in towns. Hordes of kochebi—“wan- 
dering swallows,” the Korean term for 
wandering North Korean children and 
young people looking for food and shelter, 
could be seen in every corner of the coun- 
try. Mr. Park was one of them. He roamed 
the countryside for nearly two years, steal- 
ing food here and there, and begging. Like 
so many others, he eventually made it 
across the border to China in 2001. He left 
the border areas together with his North 
Korean girlfriend and they ran into the 
South Korean embassy in Beijing on Oct. 
27, 2002. Both were later flown to South 
Korea, together with about 30 other North 
Korean refugees. 

It is not known how many,peaop. 
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A Thai police officer approaches a van carrying rounded-up North 
Korean refugees to an immigration detention center in Bangkok. 


people subsequently fled to China. Esti- 
mates of famine deaths vary between half 
a million to three million people; the num- 
ber of refugees is estimated at anywhere 
between a low 30,000 to perhaps as many 
as 300,000 people. The uncertainty reflects 
the difficulty in getting any reliable data out 
of North Korea, and China’s reluctance to 
be more open about the refugees has only 
exacerbated the situation. China routinely 
sends refugees back to North Korea, where 
many end up in labor camps—or are execut- 
ed. Earlier this year, even an officer and a 
sergeant from North Korea’s border guard 
patrol were sentenced to execution under 
the suspicion of receiving money for assist- 
ing refugees, the Web site the Daily North 
Korea reported in February this year. 
North Korea’s border with Russia is only 
16.5 kilometers long and it is not easy to 
cross the Russian-North Korean stretch of 
Tumen River, so China—with which North 
Korea shares a 1,360-kilometer border—has 
turned out to be asomewhat easier destina- 
tion for North Korean refugees. Across the 
border in China, there is also a sizable eth- 
nic Korean minority, living mainly in the 
Yanbian Korean Autonomous Prefecture. 
Helping the refugees is deemed a criminal 
offense in China, but, even so, many Chi- 
nese-Koreans and others are willing to risk 
helping their kinsmen from North Korea. 
In December 2001, an ethnic Korean in 
Yanbian was arrested and fined 20,000 
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yuan ($2,400) for harboring North Korean 
refugees in his house. In the same month, 
Chun Ki Won, a South Korean pastor, was 
arrested on the Sino-Mongolian border 
while he was assisting a group of 12 North 
Koreans trying to escape to Mongolia. He 
was jailed for seven months, and then ex- 
pelled from China after atrial and a50,000 
yuan fine. In late October 2002, Hiroshi 
Kato, a Japanese humanitarian worker, was 
also arrested in China for helping North 
Korean refugees. He was released after a 
week in custody, and only then after strong 
representations had been made by the Jap- 
anese government. 

The plight of the North Korean refu- 
gees in China is one of the world’s best hid- 
den tragedies. The men are exploited and 
often not paid even the pitiful salaries they 
have been promised. Young North Korean 
women often end up being raped and traf- 
ficked to other parts of China where they 
are sold as “wives” or prostitutes. In recent 
years, China has also strengthened border 
controls and began to conduct house-to- 
house searches to look for North Koreans 
hiding in villages in Yanbian and else- 
where along the border. 

A large detention center for the refu- 
gees—who the Chinese euphemistically 
call “defectors,” as China has never recog- 
nized any political or economic refugees 
from North Korea—has been built near the 
Tumen border river, where they are kept 
before being sent back to North Korea. On 
the other side of the border, a string of new 
detention facilities has been set up to pun- 
ish those forcibly repatriated from China. 
But, at the same time, corruption is ram- 
pant among North Korean border guards; 
people who cross the Tumen and Yalu riv- 
ers into China can pay around 1,000 yuan 
for the guards to let them pass. On the Chi- 
nese side, more bribes can also be paid, if 
the refugees can afford it. 

Given the uncertainty—and the risks of 
being apprehended and repatriated—in the 
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border areas, it is hardly surprising that the 
North Koreans who can afford it try to es- 
cape deeper into China and beyond. Des- 
perate refugees—like Mr. Park and his 
girlfriend—forced their way into foreign 
missions and international schools in 
Beijing and other Chinese cities. On their 
own initiative, or assisted by human traf- 
fickers, scores of North Koreans made it 
into the South Korean embassy, and, in May 
2002, 25 North Korean asylum seekers 
rushed into the Spanish embassy in the 
Chinese capital. They were eventually al- 
lowed to continue to South Korea, but fol- 
lowing that incident the Chinese authorities 
set up barbed wire fences around several 
diplomatic compounds in Beijing. 


Tightening the Noose 


THE NORTH KOREANS then began to head 
for third countries contiguous to China. 
Until a few years ago, many made it to Mon- 
golia, often helped by South Korean church 
workers there and in China. Kim Mi Ran, a 
petite 25-year old woman from North Ko- 
rea’s mountainous northeast, was one of 
them. She had first crossed the border to 
take up what she had been told was a well- 
paid job. She arrived to discover that she 
had been sold into marriage to an old man. 
It was three years until she escaped his 
clutches, fleeing to China’s Inner Mongolia 
and from there on foot through the Gobi 
Desert to independent, and now democrat- 
ic, Mongolia. In its capital, Ulaanbaatar, she 
contacted the South Korean embassy and 
was flown to Seoul, where she arrived in 
December 2001. Now, she is one of around 
8,000 North Koreans, who have been re- 
settled in the south since the 1990s. 

Since she managed to escape more than 
five years ago, the border between China 
and Mongolia has become heavily guarded, 
making it almost impossible for North Ko- 
reans to use that route. North Koreans then 
chose to travel south through China into 
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Vietnam and Cambodia. But after the Viet- 
namese allowed 468 North Korean refu- 
gees to be flown to South Korea in July 
2004, border controls were substantially 
tightened even there. A few refugees have 
since then trickled into Burma, but that is 
viewed as an extremely dangerous route as 
it goes through militarized areas controlled 
by the United Wa State Army and other 
drug-trafficking groups. Through China, 
sparsely populated Laos and into Thailand 
is now the most widely used route for North 
Korean refugees. While human traffickers 
escort them through China and Laos, South 
Korean church groups assist them after 
they have arrived in northern Thailand. 

Kim He-shim, a 16-year old North Ko- 
rean female refugee in Thailand who ar- 
rived here in the company of four other 
teenagers, tells that she crossed the border 
into China in mid-2006. On the other side, 
they were met by a “Chinese man” who 
eventually took them to the town of Chang- 
bai in Jilin province, bordering North Ko- 
rea. Then her story gets hazier, and it is 
obvious that she is omitting crucial details 
about how she traveled through China. The 
South Korean interpreter who helps the 
Thai police says that once the refugees en- 
ter China they are in the hands of the gangs, 
and once they are set ashore on the Thai 
side of the Mekong River —the border be- 
tween Thailand and Laos—they are warned 
that they could be killed if they divulge any 
information about their journey. 

Ms. Kim only says that she and her 
friends traveled by “train, bus, taxi and 
truck” and she mentions that they had to 
wait in Beijing for a while. All the while she 
and a small group of her compatriots were 
escorted by “Chinese men” as they passed 
from town to town. Eventually they 
reached an area in the southern Chinese 
province of Yunnan close to the Lao bor- 
der. There the car stopped, she says, and 
they had to walk over steep border moun- 
tains into Laos, where another car was 
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waiting to take them to the Mekong River. 
They continued by boat—at night—down to 
the small town of Chiang Saen in Thailand, 
where the traffickers instructed them to 
take a bus to Chiang Rai, a bigger town in 
northern Thailand. There, they reported 
themselves to the Thai police. 


The Fortunate Few 


AS NEWS OF her and others’ safe passage 
spreads inside North Korea, the more pop- 
ular the underground route to Thailand has 
become—and that is causing problems for 
the Thai authorities. Thailand is caught in 
the middle as North Korea’s third-largest 
trade partner—after China and South Ko- 
rea—and as a staunch ally of the U.S., North 
Korea’s most vocal critic together with Ja- 
pan. Thailand does not want the refugee is- 
sue to upset its growing economic ties with 
North Korea, but obviously cannot afford 
to antagonize the U.S. and South Korea—an 
even larger bilateral trade and investment 
partner than North Korea—by treating the 
refugees harshly. And, as the Thai English- 
language daily the Nation pointed out in an 
editorial in November last year, since the 
coup in Thailand last September, “Thai- 
land’s reputation has been at stake and its 
diplomatic actions are very much under the 
world’s microscope. Any perceived harsh 
response ... will immediately be seized upon 
by international human-rights and nongov- 
ernmental organizations.” 

Just before the Thai coup, 261 North Ko- 
rean refugees were apprehended at two dif- 
ferent locations in Bangkok and brought to 
a detention facility in the Thai capital. But 
that appears to have been an anomaly. Thus, 
the Thai authorities are likely to show the 
North Korean refugees leniency for fore- 
seeable future. And more refugees are ex- 
pected this year. Although the situation in 
North Korea has improved somewhat since 
the famine in the 1990s, food is still scarce. 
Another famine may also be imminent, ar- 
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gues South Korean reporter Kim Min-se in 
the Daily North Korea in February this 
year, noting “expectations of mass starva- 
tion this spring.” He quotes a South Korean 
NGO as saying: “2007 might be the most di- 
sastrous year for many North Koreans.” 

At the same time, outside influences are 
beginning to reach many ordinary citizens 
in what long has been one of the world’s 
most isolated nations. Anecdotal evidence 
suggests that there has been a rapid in- 
crease in the number of people who are 
tuning into foreign broadcasting stations. 

Yet the North Koreans who have taken 
refuge across the border in China hardly 
pose any threat to the regime, and the 
number of North Korean refugees who 
have made it to South Korea is, after all, 
still relatively small. As Russian North Ko- 
rea expert Andrei Lankov points out in a 
chapter of a December 2006 report by the 
U.S. Committee for Human Rights in 
North Korea, titled The North Korean 
Refugee Crisis: Human Rights and Inter- 
national Response, half a million East Ger- 
mans fled to West Germany before the 
Berlin Wall fell. But even if it will not lead 
to a regime change in Pyongyang, the 
number of refugees is increasing and it is 
causing a humanitarian crisis. As it deep- 
ens, China is coming under pressure to up- 
hold its international obligations, including 
those relating to human rights. 

In the final analysis, it is the situation— 
politically as well as economically—inside 
North Korea that has to improve consider- 
ably. As long as misery prevails in the coun- 
try, the stream of refugees through China 
to Thailand is likely to continue, and un- 
scrupulous gangs will go on profiting from 
other people’s misfortune and dreams of a 
better life outside North Korea. But with 
North Korea defying and antagonizing the 
international community by playing the nu- 
clear card, and doing precious little to vital- 
ize its moribund economy, that is not likely 
to happen anytime soon. Li 
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China’s Reds 
Embrace Green 


by Zhang Zhongxiang 





RESIDENT HU JINTAO and 
Prime Minister Wen Jiabao 
have recognized the seri- 
ousness of environmental 
degradation in China, and 
accordingly insist that the conventional 
Chinese path of encouraging economic 
growth at the expense of the environment 
has to be changed. As a first but most im- 
portant step to clean up the country’s de- 
velopment act, Messrs. Hu and Wen 
incorporated for the first time energy-sav- 
ing and environmental goals into the na- 
tional five-year economic blueprint for 
China. This could be a double-edged sword. 
It clearly distinguishes their vision of Chi- 
na’s development from that of their prede- 
cessors, but this is a test of their leadership. 
Last year’s results were disappointing, but 
encouraging signs are now being seen. 

In March ofthis year, Mr. Wen told the 
delegates at the annual session of the Na- 
tional People’s Congress that the govern- 
ment missed its goals last year of cutting 
energy use per unit of app by 4%, and re- 
ducing emissions of major pollutants by 
2%. That should come as no surprise. It is 
almost impossible to achieve stringent en- 











ergy-saving and environmental targets 
when officials’ promotions are largely 
based on increased economic perfor- 
mance, especially in the year running up 
to the Central Committee meeting, which 
takes place once every four years and is 
scheduled to meet this fall. 

While China achieved a 1.23% decrease 
in energy intensity over the entire year last 
year, this decline—the first since 2003—is 
far short of the target of 4%. Last year, sul- 
fur dioxide (SO) emissions rose by 1.8%, 
and chemical oxygen demand (cop), a wa- 
ter pollution index, increased by 1.2%. The 
Chinese government did slow down the 
growth of these pollutants significantly— 
the growth rates of SOz emissions and cop 
last year being 11.3% and 4.4% less than 
that in 2005, respectively—but still missed 
the goal of reducing these emissions by 2% 
as a part of an ambitious plan to cut emis- 
sions by 10% in the period 2006-10. 


as Mr. Zhang is a senior fellow at the East-West 
Center in Honolulu. He also is an adjunct pro- 
fessor at the Chinese Academy of Sciences, the 
Chinese Academy of Social Sciences and Peking 
University. 
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People stand as smoke billows out of a power plant in Baotou, Inner 
Mongolia. The Chinese government is struggling to curb pollution. 


This slowdown in pollutant growth is 
a result of concerted efforts the Chinese 
government took to meet its goals last year. 
Due to enforcement of the environmental 
impact assessment (EIA) law alone, 163 
proposed projects worth 774.6 billion yuan 
(around $100 billion) were put on hold. 
Empowered by the State Council, the pow- 
erful National Development and Reform 
Commission signed energy-saving respon- 
sibility agreements with 30 provincial 
governments and 14 central state-owned 
corporations. Similarly, the State Environ- 
mental Protection Agency (SEPA) signed 
SO,-cutting responsibility agreements 
with seven provincial governments and 
six top national power-generating groups, 
which together account for two-thirds of 
the country’s total so, emissions. 

Despite these efforts, China failed to 
meet the set goals. This failure was in part 
due to the government being overly opti- 
mistic. The annual targets were only set in 
March last year and the enforcement ef- 
forts to meet the goals were unveiled af- 
terward. It takes time for such measures 
to take effect, but this was not adequately 
taken into account. More importantly, 
China’s economy grew at a much higher 
rate than planned. The goals of energy- 
saving and emissions reductions were 
based on a GDP growth rate of 8%, but GDP 
actually grew by 10.7%. Highly polluting 
and energy-intensive industries grew at 
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even a faster rate. 

For quite some time, China has valued 
economic growth above environmental 
protection, and has taken economic growth 
as the predominate criteria for evaluating 
local officials’ performances. This past 
year was no exception. And customarily 
during the year running up to a Central 
Committee meeting, local officials push for 
high economic growth in their regions by 
pursuing projects that can achieve quick, 
short-term results. Higher economic 
growth traditionally has helped boost the 
local officials’ promotion prospects as their 
economic performances are weighted 
higher than other factors, despite growing 
calls for incorporating environmental per- 
formance into their overall evaluation. 

Failure to meet the energy-saving and 
environmental goals last year, however, 
has put China in a difficult position. Look- 
ing at current trends, it seems very unlike- 
ly that China will meet its goals for this 
year. That would make it very difficult that 
the goals incorporated for the first time in 
the country’s five-year plan running from 
2006 to 2010 will be met. 

That would deal a blow to the images 
of President Hu and Prime Minister Wen, 
who have made building a “harmonious 
society” through “scientific development” 
the guiding principle of development, the 
principle that is about to be elevated by the 
Communist Party this fall to the same lev- 
el as Mao Zedong Thought and Deng 
Xiaoping Theory. As Messrs. Hu and Wen 
both position themselves for another term 
in office, falling short on these goals will 
hurt their credibility and ability to run the 
country. 


Tough Choices 


THE QUESTION THEN is whether there are 
ways out of this potential crisis. In my 
view, the two top Chinese leaders face 
daunting challenges ahead, but time has 
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not yet run out. They still have options, al- 
though implementation will not be easy. 

Fundamentally, the central govern- 
ment must change China’s currently en- 
ergy-inefficient and environmentally 
unfriendly pattern of economic growth. 
To that end, the government needs to get 
resource-pricing right to properly reflect 
resource scarcities and the costs of pollu- 
tion and to improve financial, taxation and 
legal system in order to encourage energy 
saving, environmental protection and de- 
velopment of renewable energies. 

The prices of energy resources have 
been kept low in China, and may only re- 
flect the cost of production. Certainly they 
reflect neither the situation of supply and 
demand on the market, nor the scarcity of 
resources. They also do not incorporate 
externalities such as environmental and 
health impacts. This has led to inefficient 
production and use of resources, and cre- 
ates no incentive for energy conservation. 
Policies need to be implemented to shut 
down plants that are inefficient and high- 
ly polluting, and keep the frenzied expan- 
sion of offending industries under 
control. 

Local officials will strongly resist, no 
doubt, because these companies provide 
jobs and create tax revenues as well as per- 
sonal payoffs. Forcing companies out of 
business could even trigger local unrest. 
As an example, last September the NDRC, 
China’s top economic planning agency, or- 
dered provincial governments to raise 
power tariffs for eight energy-guzzling in- 
dustries including cement, aluminum, iron 
and steel, and ferroalloy. However it is re- 
ported that by mid-April this year, not only 
had many local governments failed to im- 
plement the differentiated tariffs that 
charge more for companies classified as 
“eliminated types” or “restrained types” 
in these industries, but 14 of them even 
continued to offer preferential power tar- 
iffs for such industries. 


So, while the central government is 
convinced of the need to clean up the 
country’s environmental act, as always in 
China, what the center wants isn’t neces- 
sarily what the center gets. An old saying 
goes, “The mountains are high, and the 
emperor is far away.” Clearly, the central 
government needs local officials’ coopera- 
tion to get these policies implemented. 

To gain local officials’ cooperation on 
the environmental issues, incentives need 
to be provided. The economic reforms over 
the past 27 years in China have shifted 
control over resources and decision-mak- 
ing to local governments. This devolution 
of decision-making to local levels has 
placed environmental stewardship in the 
hands of local officials who are more con- 
cerned with economic growth than the 
environment. 

Instead, in evaluating local officials’ 
performances, work in the area of envi- 
ronmental protection should also be con- 
sidered. If environmental quality does not 
improve during the official’s tenure, that 
official should not be promoted. This will 
help the local officials realize that they 
have a very real stake in meeting environ- 
mental goals. To this end, the central gov- 
ernment has been using a variety of the 
tactics to incentivize local governments. 
Starting in 1997, the SEPA has run a model 
environmental city program. Any city that 
meets 28 different sEPpA-specified environ- 
mental indicators is awarded the title. Out 
of 661 cities in China, about 50 have been 
placed on the honor roll to date. 

To further push local governments on 
the environmental front, for the first time 
the SEPA announced its blacklist of the 10 
most polluted cities on July 13, 2004, to 
discourage environmentally irresponsible 
decisions. That shocked local officials who 
had always worked on the assumption that 
evil deeds very seldom see the light of day. 
This public disclosure works effectively 
because it puts more pressure on local of- 
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ficials to take responsibility for the health 
of their people and to take action. 

To help the general public and officials 
alike to understand how seriously China 
confronts the rising costs of environmen- 
tal degradation associated with its rapid 
economic growth, in March 2004, the 
SEPA and the National Bureau of Statistics 
jointly launched a project on Green GDP 
Accounting Research, trying to incorpo- 
rate environmental degradation into the 
accounting of traditional GDP to give a 
more realistic picture of the health of the 
economy. In September 2006, they jointly 
released the first-ever report on the eco- 
nomic costs of pollution. This study esti- 
mates that environmental pollution still 
costs China $64 billion, or 3.05% of GpP in 
2004. The SEPA is also promoting using the 
calculated green Gpp instead of traditional 
GDP as the economic criterion to evaluate 
the real performance of local officials. 

To further enhance the environmental 
awareness of local officials, the SEPA 
should further tighten approval of con- 
struction projects by expanding the scope 
of the so-called regional permit restric- 
tions. While Messrs. Hu and Wen gave the 
SEPA, which was for years seen as a power- 
less entity, a new lease on life and elevated 
it from a lowly vice-ministry rank to full 
ministerial status, the sepa still does not 
have the authority to suspend proposed 
projects violating environmental laws and 
regulations or to remove officials who 
should be held accountable for this non- 
compliance. It also lacks the authority to 
manage local environmental bureaus. 

In case the SEPA decides to impose a 
penalty on violators of EIA laws and regula- 
tions, the maximum fine at its disposal is 
just 200,000 yuan (about $25,000). Even 
for environmental accidents as serious as 
the Songhua River spill in November 2005 
in Northern China, the incident that had 
unprecedented international implications 
as well as domestic social, economic and 
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environmental ramifications, the maxi- 
mum fine by China’s current environmen- 
tal laws is just one million yuan, which was 
actually imposed one year after that inci- 
dent. Moreover, the fine is only allowed to 
be imposed once. As a result, this low and 
one-off penalty is hardly a deterrent to en- 
vironmental offenders. To make things 
worse, even these weak punishments em- 
powered by current environmental laws 
are still weakly enforced in China because 
of understaffing and inadequate budgets 
for environmental protection agencies at 
all levels of the governments. 

Given this reality, the SEPA explores ad- 
ministrative measure to change this situa- 
tion. On January 10 this year, the SEPA made 
an unprecedented move, suspending EIA 
approval of any new construction project in 
four cities (Tangshan, in Hebei province; 
Luliang, in Shanxi province; Liupanshui, in 
Guizhou province; and Laiwu, in Shandong 
province) and four major national power- 
generating groups until they bring their ex- 
isting facilities into compliance with 
environmental regulations. 

The so-called regional permit restric- 
tions are based on an ancient Chinese cus- 
tom of punishing relatives and associates 
related to the main suspect. Once their EIA 
approval rights are suspended, no new con- 
struction projects are allowed to be built in 
these cities and by these power-generating 
groups until all violators are in compliance 
with environmental regulations. Given that 
China’s economy is investment-driven, lo- 
cal governments are fully aware of the con- 
sequences of the suspension of their right 
to approve new construction projects. To 
disregard the environmental problems in 
their regions now can cost them a lot. 

In fact, this is not for the first time for 
the SEPA to impose administrative mea- 
sures to punish offenders. Since 2005, the 
SEPA has unleashed a series of environ- 
mental protection “storms.” Its first-ever 
storm, unleashed on Jan. 18, 2005, black- 
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If Messrs. Hu and Wen fail to achieve these lofty 
environmental goals, their credibility could be hurt. 


listed 30 industrial projects worth 119.7 
billion yuan. Many of these projects were 
“national key projects” approved by the 
powerful NDRC, China’s top economic 
planning agency. While these projects 
themselves were not necessarily highly 
polluting, the sepa called for a halt to these 
industrial projects on the grounds that 
they had not undergone proper environ- 
mental impact assessments. This first en- 
vironmental protection storm served as a 
public-education campaign, increasing the 
awareness of the EIA law. 

In the second environmental storm in 
2006, the Era law was further strength- 
ened, taking it from project level to the 
deeper level of planning. The use of these 
regional permit restrictions is the strictest 
administrative measure ever seen in the 
SEPA’s 30 years of history. 

The underlying reason for suspending 
EIA approval rights is thought to be the de- 
sire to promote technology upgrading, in- 
dustrial restructuring and sustainable 
development. Whether it becomes an ef- 
fective means depends on how local gov- 
ernments and companies succeed in 
changing their attitudes and practices and 
whether local environmental protection 
agencies work together with the national 
agency. Otherwise, suspending the approv- 
al rights only has temporary effects, but 
does not lead to a long-term efficacy. 

Thus far, the new regional permit re- 
strictions seem to be effective. One month 
after the restrictions suspended approval 
rights for the four cities, one city, Laiwu, 
quickly responded to the SEPA warnings 
and recovered its rights; and only two 
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months after the suspension, Huaneng 
Group and China Guodian Corp, the two 
national power-generating groups, came 
into compliance and recovered their 
rights. 

Last year, only Beijing, Jiangsu and 
other four provinces and metropolitan ar- 
eas met energy-saving and emissions-cut- 
ting goals. The SEPA could use its newly 
asserted power to suspend the right to ap- 
prove new construction projects in those 
provinces if they continue noncompliance 
with the environmental goals. 

Increased SEPA power is useful, but the 
central government should explore other 
ways to enhance the efficacy of environ- 
mental monitoring and compliance. Draw- 
ing support of financial institutions is one 
avenue. From April 1 of this year, SEPA will 
work with the People’s Bank of China ona 
new credit-evaluation system under which 
companies’ environmental compliance re- 
cords will be incorporated into the bank’s 
credit-evaluation system. This informa- 
tion will serve as a reference for the bank’s 
consideration of whether or not to provide 
loans. The bank could turn down requests 
for loans from firms with poor environ- 
mental records. 

I am cautiously optimistic that China 
will be able to meet these goals. Achieving 
these objectives could in turn help put the 
country on a more sustainable develop- 
ment path. If President Hu and Prime 
Minister Wen can make China “green,” 
history will record their contribution as 
equal to Mao Zedong’s achieving China’s 
independence, and Deng Xiaoping’s cre- 
ation ofa more prosperous country. @ 
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Jakarta’s Foray Into 
Armed Diplomacy 


by Eduardo Lachica 
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LTHOUGH BARELY ABLE tO 
afford such a commitment, 
Indonesia didn’t hesitate to 
respond to the United Na- 
tions’ call for more troops 
to rebuild its battered peacekeeping force 
in Lebanon after the 2006 summer war. Fi- 
nancial setbacks had drained the Indone- 
sian armed forces, or TNI, of its ability to 
send more than a few small batches of mil- 
itary observers to U.N. missions. But with 
admirable improvisation, the TNI restocked 
its inventory of armor, cobbled together a 
composite battalion from a number of in- 
fantry, airborne and marine units and 
drilled them for three months on the pro- 
tocols of post-conflict peacekeeping. The 
United States lent a hand by sealifting all of 
the battalion’s 42 vehicles to Lebanon. 
Garuda XXIII-A, as Indonesia calls 
this 853-man mechanized infantry battal- 
ion, is now part of a noteworthy Asian 
presence in the United Nations Interim 
Force in Lebanon (UNIFIL). India and Ne- 
pal have also dispatched a battalion each, 
to help secure these erstwhile battlefields 
between the Litani River and the Blue 
Line. It’s no surprise that the two South 





Asian countries are here. They are among 
the U.N.’s largest and most consistent con- 
tributors of blue helmets; currently India 
has 9,606 personnel and Nepal has 3,369 
on duty here and in other U.N. missions. 
China may have an image-changing mis- 
sion for the People’s Liberation Army, 
which has a 347-man contingent posted 
near the Palestinian refugee camp in Qana. 
The PLA craves credit for its humanitarian 
work. The Chinese unit has a strong dem- 
ining and munitions-removal capability 
which is critical to the UNIFIL mission. 
The Indonesian troops are here for a 
diplomatic reason as well. For all intents 
and purposes, their mission was born last 
summer when the government of Susilo 
Bambang Yudhoyono began to think seri- 
ously how it could use its new seat in the 
U.N. Security Council to make an impact 
on world affairs and bring credit to its 
fledgling Muslim democracy. “For Indone- 
sia, the world’s largest Muslim country, we 
cannot just read [about the Iraq conflict] 


œo Mr. Lachica, a former reporter for The Wall 
Street Journal Asia, recently observed UNIFIL 
operations in southern Lebanon. 


without doing anything,” said Foreign 
Minister Hassan Wirajuda. 

Mr. Wirajuda was in fact putting con- 
text to a remarkable offer President Yud- 
hoyono made to President George W. Bush 
when they met in the Javanese city of Bo- 
gor last November. Mr. Yudhoyono pro- 
posed a “triple-track” solution involving: 
national reconciliation; the deployment of 
a neutral force to relieve the U.S.-led coali- 
tion; and the mustering of international 
assistance for Iraq reconstruction. The 
White House has said little about the pro- 
posal, as it was then, and still is, highly 
speculative. 

In February, Pakistan’s President Per- 
vez Musharaff called successively on Mr. 
Yudhoyono and Malaysian Prime Minister 
Abdullah Badawi, rekindling hopes of a 
Southeast Asian role in the Middle East 
peace process. The three leaders talked 
about “like-minded Islamic countries” 
pooling their material and intellectual re- 
sources to stave off a Sunni-Shiite war in 
the Middle East and to help bring peace to 
Iraq, Palestine and Lebanon. This was fol- 
lowed in April by an international confer- 
ence of Muslim leaders in Bogor which 
ended in an endorsement of Mr. Yudhoyo- 
no’s Iraq initiative by the Organization of 
the Islamic Conference (010). 

Malaysia is here, too, to establish its 
bona fides as a “genuine and honest” peace 
broker. Its 362-man contingent is assigned 
to the northernmost salient of the UNIFIL 
perimeter and has some naval duties as 
well. This may be just for starters, as Kua- 
la Lumpur has offered to increase its con- 
tribution to 1,000 troops if the U.N. asks 
for it. Unlike Indonesia, which had to dras- 
tically reduce its peacekeeping operations 
as a result of the 1997-98 Asian financial 
crisis, Malaysia has stuck to the job and 
has already rolled up 33 U.N. missions. It 
operates a peacekeeping training center as 
a token of its commitment. 

What to make of this show of “armed 


diplomacy,” as Foreign Minister Wirajuda 
calls it? Even though the Southeast Asians 
are leaping into a region of ancient blood 
feuds that have long resisted reconcilia- 
tion, they may well be acting on sound log- 
ic and principle. The Iraq conflict has burnt 
up so much of the world’s oxygen as to 
leave little else left over for Southeast Asia’s 
most pressing concerns. It grates on Ma- 
laysian Prime Minister Abdullah, a pious 
Muslim, that Arab extremism has given Is- 
lam a bad name that unfairly stigmatizes 
the great majority of Southeast Asian Mus- 
lims who like to live in peace. 

Both Malaysia and Indonesia have es- 
sentially the same aspirations for the re- 
gion. They want to see an end to the 
Palestinian agony which they deem to be 
at the root of most of the region’s instabil- 
ity. They both expect the orc to take an 
active role in Iraqi reconstruction when 
peace is finally restored. But there are sub- 
tle differences in tactics and tone. 

While Mr. Yudhoyono has struck some 
critics as a cowboy riding to America’s res- 
cue, Mr. Abdullah has been taken a more 
pedantic and inspirational approach. He of- 
fers for emulation Malaysia’s example of 
how an Islamic country can be modern, 
progressive and just in the spirit of what he 
calls “civilizational Islam” (slam Hadhari). 
There is asharp edge in Malaysian rhetoric 
that is not heard in Indonesian statements. 
Last year, Mr. Abdullah lashed out at the 
U.S. for its handling of the Iraq conflict 
while Mr. Yudhoyono held his peace. 

Indonesia lacks the credentials of devel- 
opmental success its neighbor possesses but 
it offers its services as a trusted mediator 
between the Muslim world and the West. It 
offers a secular rather than an Islamic solu- 
tion. This is entirely consistent with Indo- 
nesia’s traditional foreign policy which has 
been studiedly “nonaligned,” but rarely if at 
all employed in opposition to U.S. security 
interests. In essence Mr. Yudhoyono is pro- 
posing a de facto collaboration with the U.S. 
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Given the way the world still respects pow- 
er, this formula may have greater chances 
of success than Mr. Abdullah’s dream of Is- 
lamic transformation. 


Test Run for Iraq? 


THEIR CHOICE OF UNIFIL as an entry to the 
region, a test of nerves at first, has turned 
out to be a sound one. For most of its his- 
tory UNIFIL was undermanned, weakly- 
mandated and unable to 
accomplish its objectives 
apart from humanitari- 
an assistance. In the sec- 
ond invasion by Israel in 
1982, the Israeli Defense 
Force columns simply 
blew past the UNIFIL de- 
fense lines as though 
they weren’t there and 
all the peacekeepers 
could do was to wave at 
the Israeli tanks as they 
roared by. Now with a 
greatly expanded force 
of 13,298 troops from 30 
countries UNIFIL has be- 
come a credible deter- 
rent against the 
reoccupation of south- 
ern Lebanon by either 
Hezbollah or the IDF. 

UNIFIL’s greatest accomplishment has 
been to bring the Lebanese armed forces 
back on station on the Blue Line for the 
first time in nearly 30 years. German naval 
assets have closed off the coast as a route 
for arms smuggling, although unauthor- 
ized arms continue to pass through the 
Syrian border which is outside UNIFIL’s 
area of responsibility. There has been talk 
of extending UNIFIL’s surveillance further 
north to plug these leaks, but the order to 
redeploy has yet to be made. 

On the ground, the mission seems like 
a test run of what Indonesian peacekeep- 





Indonesian soldiers undergo training prior to being 
dispatched to Lebanon ona U.N. peacekeeping mission. 
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ers might encounter in Iraq if that oppor- 
tunity materializes. So far their only 
hardship has been the unaccustomed 
weather. The Indonesian soldiers took up 
their posts while in the grip of an icy win- 
ter, clad only in their jungle-green cam- 
mies and with only their canvas tents for 
shelter. On his visit to its camp here, Air 
Marshal Dyoko Suyanto praised the bat- 
talion because not one of its soldiers called 
in sick despite the near-freezing tempera- 
ture which knocked out 
a few of their French 
comrades. 

But every day re- 
minds them that they 
are in the middle of a le- 
thal, still-unresolved 
conflict. Their base lies 
in the Shiite heartland 
which stretches down 
from the lower Beqaa 
Valley to the Galilean 
hills of southern Leba- 
non. This land was alter- 
nately occupied by the 
IDF, then by its Lebanese 
surrogates known as the 
De Facto Force and, 
when the Israelis de- 
parted seemingly for 
good in 2000, by Hez- 
bollah militants in full cry. Before the 34- 
day war, yellow-shirted Hezbollah fighters 
trained in these valleys for combat against 
an enemy they were sure would return. 

In many of the 12 villages in the Indo- 
nesian area large posters of Sheikh Hassan 
Nasrallah proclaim their fealty to the 
charismatic Hezbollah secretary general. 
Hezbollah suspects UNIFIL of being an in- 
strument of American-French imperial- 
ism and has threatened contingents doing 
America’s bidding with harm if its power 
struggle against the government of Prime 
Minister Fuad Siniora turns badly. But the 
Indonesian soldier’s natural instinct for 
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making friends out of village folk has 
thawed out some of this chill. Surprising- 
ly, communications hasn’t been a serious 
problem. “The Indonesian language has 
many Arabic borrowings so if we try hard 
enough we can understand each other,” 
says an Indonesian medical aide. 

Whether from good fortune or careful 
patrolling, the Indonesians have encoun- 
tered none of the stone-throwing incidents 
experienced by peacekeepers from other 
nations. During my visit to the Indonesian 
camp I was shown photographs of village 
chiefs having tea with troops on patrol, sol- 
diers playing with children. In the battle for 
hearts and minds Indonesian soldiers have 
the advantage of being free of intrasectar- 
ian bias. The Muslims among them are 
technically Sunni but they have no quarrel 
with the 10% of the Islamic world that re- 
vere the martyred Imam Hussein as the 
true heir of the Prophet Muhammad. “The 
Shi’a are good people. They just have been 
hurting at the bottom of Lebanese society 
for too long,” says a senior staff officer. But 
for reasons of political sensitivity he 
wouldn’t speak about the motivations of the 
Shiite hero Sheikh Nasrallah. 


Walking on Eggshells 


THE INDONESIANS ARE constantly chal- 
lenged to demonstrate impartiality on the 
12 kilometers of Israeli border on their 
watch. Israeli patrols pass only a few me- 
ters from the electrified fence that marks 
the U.N.-drawn Blue Line provisionally 
demarcating the border until the results of 
a cartographic survey are acceptable to all 
parties. Even an angry stare by a Lebanese 
soldier or civilian could spark an incident. 
To avert trouble, the Indonesians have to 
interpose themselves between the Leba- 
nese and the Israelis. 

The soldiers have to walk on eggshells 
as they present themselves as disinterest- 
ed peacemakers in this rough Islamic 
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neighborhood. They practice subduing 
militants suspected of smuggling arms. 
But to show impartiality they also jump 
into their Russian-made BTR-80 armored 
cars and swing their machine guns sky- 
wards to simulate countermeasures 
against an Israeli air raid. It’s only for 
show. IDF surveillance flights—an outright 
violation of Resolution 1701—are heard 
constantly. But the aircraft fly at such high 
altitude as to be invisible and they are gone 
even before the soldiers could touch their 
weapons. 

The difficulty of trying to do the right 
thing was evident even at home in Indone- 
sia when the foreign ministry, after lobby- 
ing hard to soften sanctions against Iran, 
finally had to vote with the U.S. for the fi- 
nal resolution aimed at pressuring Tehran 
to submit to nuclear inspections. Indonesia 
cast its vote as other council members did 
on the principle of nuclear nonprolifera- 
tion, but the Yudhoyono administration 
was blasted by Islamic groups for pander- 
ing to the U.S. “Our best asset is our good- 
will with the Muslim communities,” an 
Indonesian diplomat acknowledges. “We 
could lose that by being seen as being par- 
tial to the West. Once we lose this goodwill 
we would be left with nothing.” 

For this diplomacy to succeed the Yud- 
hoyono administration has to win over 
more stakeholders. One influential voice in 
foreign policy is yet to be sold on it. In an 
opinion piece in the Jakarta Post, Jusuf 
Wanandi stated that the president should 
help resolve the sectarian conflicts in 
Thailand and the Philippines “instead of 
dabbling...in the complex issue of the Mid- 
dle East.” The point is well taken, but it 
should be no surprise that the internation- 
ally minded president hankers for a place 
on a larger world stage. His political in- 
stincts probably tell him that engaging the 
Middle East is a worthy gamble no more 
risky than dealing with Shariah-related is- 
sues at home. L 
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Astana’s Love-In 
With Beijing 


by Elliot Wilson 





HE SALE LAST December of 
Nations Energy—a Cana- 
da-headquartered oil firm 
with extensive operations 
in Kazakhstan—to a giant 
Chinese corporation said less about Bei- 
jings’s mad dash for oil and more about its 
ambitions to deepen influence over the 
former Soviet state. The deal also raised 
questions about Kazakhstan’s role in a 
geopolitically fractious region: Was this 
Central Asian nation affiliating itself with 
its Chinese neighbors at the expense of its 
historical, political and cultural with its 
Russian cousins? Or was the country’s 
“president for life,” Nursultan Nazarbayev, 
simply playing off one giant, resurgent 
trade power against another? 

Nations Energy was snapped up by 
China International Trust & Investment 
Corp., or Citic Group, for $1.9 billion. The 
lead up to the purchase was a microcosm 
of this increasingly compelling love-hate 
triangle between Beijing, Moscow and As- 
tana, and involved almost all of the former 
leading oil and gas firms in both Russia 
and China. LukOil, Rosneft and Gazprom, 
Moscow’s flagship energy superpowers, 





all pitched in with individual bids all in the 
region of $2 billion-plus. Their main goal? 
To secure access to Nations Energy’s Kara- 
zhanbas field in the southwest of the coun- 
try, which can churn out around 50,000 
barrels of oil a day. Four Beijing-based oil 
majors—Sinopec, PetroChina, Cnooc and 
China National Petroleum Corporation 
(cNPc)—did the same. Smaller bids also 
rolled in from a trio of energy firms close 
to Dubai’s ruling Al Maktoum family, as 
well as two American companies, Chevron 
and Occidental Petroleum. 

Citic, the rather surprising winner, 
brought with it the eighth-lowest bid (the 
highest tender was for $2.5 billion) and 
zero experience in pumping, shipping and 
refining petroleum. Its success, say bank- 
ers and advisors close to the deal, was se- 
cured by its impressive credit lines, and an 
appearance of relative honesty and trust- 
worthiness. 

Citic’s domestic rivals took a much 
more aggressive approach to the auction. 
Indeed, even grizzled mergers and acqui- 
sitions bankers involved in the sale of Na- 
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tions Energy were surprised how far big 
oil in China was prepared to go to get a seat 
at the table in Kazakhstan. “I believe each 
one of them would have happily sold their 
mothers or pushed any of the others off a 
cliff to win that bidding process,” says one 
Beijing-based banker charged with advis- 
ing one of the Chinese oil firms. 

Citic’s success however was hardly re- 
ceived with widespread acclaim in Ka- 
zakhstan. In fact, the response was quite 
the reverse. Few nations rattle the hardy 
Kazahks more than China. Kazakhstan 
may be the ninth-largest country in the 
world (behind Argentina and ahead of Su- 
dan) but its headcount, at 15.2 million peo- 
ple, is dwarfed by China’s teeming 
population. Citic’s acquisition followed 
hard on the heels of another Chinese cor- 
porate coup—the acquisition of PetroKa- 
zakhstan, another Canadian-developed oil 
asset that was bought by cnpc in late 2005 
for $4.2 billion (still a record for a Chinese 
company). China is also pumping oil out of 
Kazakhstan at a record rate. One pipeline 
already links Atasu in central Kazakhstan 
with Alashankou in China’s westernmost 
province of Xinjiang, and two more con- 
duits between the two nations are already 
on the drawing board. 


China’s Latest Vassal State? 


THE MAJORITY OF Kazakhs increasingly 
view Beijing’s startling ascendancy with 
dark suspicion. Many worry that the coun- 
try will become merely araw materials ap- 
pendage to China, scraping out and 
exporting its priceless natural resources— 
the country’s greatest single strategic as- 
set—simply to satisfy China’s seemingly 
inexhaustible appetite for minerals. Oth- 
ers worry that it has already become a 
modern vassal state to China, following in 
the footsteps of another arid, resource rich 
regional country, Mongolia, which is now 
almost unhealthily dependent on main- 


land investment and capital resources. 

Kazakhstan certainly has enough re- 
sources to keep the Middle Kingdom’s fac- 
tories, offices and homes going for years. 
The country is sort of a giant resources su- 
permarket, its aisles crammed with vast 
reserves of uranium, chromium, lead, zinc 
and copper. Huge quantities of high-qual- 
ity coal can be scraped from under the sur- 
face, and the country is believed to house 
some of the world’s great undiscovered di- 
amond pipes. A giant untapped energy de- 
posit in the west of the country, Kashagan, 
straddling the Caspian Sea, could yield as 
much as 125 billion barrels of oil and 2.5 
trillion cubic meters of gas by 2040. 

The country’s rising fear and uncer- 
tainty is partly due to China’s size and in- 
creasing financial clout, and partly due to 
a natural cultural affinity with its old Rus- 
sian overlords. Despite being subjugated 
first by the Russian Empire and then by its 
Soviet offspring—who used the country as 
a test bed for nuclear weapons and plague 
vaccines, while draining the Aral Sea ina 
ill-conceived attempt to grow wheat in the 
desert—the Kazakhs still say that it is “bet- 
ter to have three Russians in your living 
room than one Chinese on your doorstep.” 
Of course, the average Kazakh hasn’t for- 
gotten that until a decade ago, Beijing’s 
cartographers were merrily drawing the 
country’s biggest city, Almaty, within Chi- 
na’s own borders. 

Almaty itself, with its faded red-brick 
austerity, bumbling trams, cathedrals and 
gentle, wooded parks, is far more Europe- 
an than Chinese or Asian. The food—heavy 
breads and meats accompanied by hearty 
sauces and briny fish, all washed down 
with vodka and strong beer—is distinctly 
Russian. Yet despite this communal and 
cultural pull to the north and west, Asta- 
na’s growing army of bureaucrats seem in- 
creasingly happy to cozy up to Beijing, 
2,036 miles to the east. Signs of an increas- 
ingly cordial entente between Beijing and 
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Astana have sprung up everywhere. 
Around the corner from the Monument to 
Independence in Almaty, Citic and several 
fellow mainland corporations are erecting 
a shopping mall that will be designed, built, 
operated and even staffed by Chinese 
workers. Citic itself is clamoring to be al- 
lowed to build out Kazkhstan’s shabby in- 
frastructure—part of the 
reason why Beijing fa- 
vored the conglomerate 
in its bid for Nations En- 
ergy—and is in the run- 
ning to build the venues 
for the 2011 Asian Win- 
ter Games, to be held 
near Almaty. Chinese 
bank branches have 
started to crop up on 
street corners around 
Almaty and Astana, as 
well as far-flung cities 
like Semey in the north- 
east and Atyrau in the 
west. Cashmere sweat- 
ers, kitchen equipment 
and electronic goods— 
badged with European 
and American brands 
but made illegally by Chinese factories— 
have started to show up not just in Kazakh 
markets but in corner shops and supermar- 
kets. Even the country’s leading politicians 
seem to be in thrall to Beijing’s increasing 
trade clout. For example, it hasn’t escaped 
the notice of the country’s chattering class- 
es that the new premier, Karim Kajimqa- 
ntily Masimov, is fluent in Chinese. 

To some extent, Astana’s new binding 
ties with Beijing make a lot of economic 
sense. Kazakhstan may be blessed with 
bounteous natural resources, but in order 
to be transformed into President Naz- 
arbayev’s vision of a thriving “Central 
Asian snow leopard”—and an economic 
model for the entire region—it does need 
customers, and preferably rich ones. China 





President Nazarbayev and President Hu raise a glass to 
the ever-closer ties between their countries. 
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is both wealthy, at least at the highest lev- 
els, and, with a hungry economy and 1.3 
billion mouths to feed, a little desperate— 
a perfect recipe for a country with ambi- 
tions of its own. 

China’s increasing clout here hasn’t pro- 
voked Moscow’s ire—yet. Unlike Estonia, 
Belarus, Ukraine and Georgia, each of 
which has found itself 
bullied by an increasing- 
ly assertive Russia into 
sharing more of its en- 
ergy wealth, Kazakh- 
stan has managed thus 
far to balance the capri- 
cious and sometimes 
belligerent needs of 
Moscow with Beijing’s 
more nuanced diploma- 
cy. That’s in large part 
due to Astana’s determi- 
nation to continue 
pumping much of its 
precious oil northward. 
During a week-long visit 
to Central Asia in early 
May, President Naz- 
arbayev told his Russian 
counterpart Vladimir 
Putin that Kazakhstan was “absolutely 
committed to transporting most, if not all, 
of its oil through Russian territory.” 

Yet if Kazakhstan continues with plans 
to build two more pipelines into China, and 
continues to flog its best energy assets to 
mainland corporations, it’s likely that Mos- 
cow will eventually attempt to intervene in 
some way. Genuine conflict here is unlike- 
ly—the fictitious sparring between the Rus- 
sian and Chinese armies on Kazakh soil as 
depicted in the TV series The West Wing 
always felt a bit far-fetched—but all the 
signposts lead to future tensions. 

And still the perception continues here 
of China as a hungry wolf at the door. An 
increasing number of Kazakh journalists 
and commentators are questioning Asta- 
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na’s love-in with Beijing, notably Dosym 
Satpayev, a director at an independent do- 
mestic think tank the Risk Assessment 
Group. Mr. Satpayev has even stated pub- 
licly—and rather bravely, given the rising 
power of Astana’s pro-Beijing advocates— 
that some influential government figures 
have formed lobby groups designed to con- 
clude trade deals that work to the benefit of 
China, and to the detriment of Kazakhstan. 
While that may again seem rather paranoid 
on the surface, virtually everyone has their 
price. Centuries before the United King- 
dom, France and the United States perfect- 
ed the art of buying off local leaders, China 
was the world’s acknowledged master at 
encouraging both its friends and enemies 
to do what it wanted them to do. Those 
long-dormant skills, seemingly part of Chi- 
na’s DNA, now appear fully revived. 

Even President Nazarbayev, the coun- 
try’s popular, respected and influential 
leader, has shuffled tentatively into the de- 
bate. Acutely aware of the need to maintain 
harmonious relations with both of its giant 
neighbors, Mr. Nazarbayev had been at 
pains recently to be seen as a defender of 
his own country’s interests. The Kazakhs 
are immensely proud of their national and 
cultural identity, and Mr. Nazarbayev read 
the country’s mood correctly when he not- 
ed earlier this year that the trade imbal- 
ance between the two countries was 
hampering the further development of bi- 
lateral economic ties. This is a serious issue 
for a government heavily dependent on 
making a trade profit from its vast natural 
resources. In 2005, Kazakhstan’s total ex- 
ports were $30 billion, $8.6 billion more 
than the value of its imports. The only 
thorn was Beijing, which exported goods 
worth $3.76 billion to Kazakhstan, while 
Astana, despite the new oil pipeline and 
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China’s rising demand for minerals, 
shipped goods worth just $3.09 billion. 

During a three-day visit to Beijing last 
December, Mr. Nazarbayev told Chinese 
President Hu Jintao that it was “wrong to 
conclude that Kazakh-Chinese relations 
are developing exceptionally in the posi- 
tive direction.” In particular, he noted in- 
creasing reports of Chinese workers being 
brought illegally into the country by main- 
land-owned oil and gas companies. Local 
newspapers and even some politicians 
have started to grumble that Western com- 
panies employing Western engineers are 
simply being replaced by Chinese compa- 
nies employing mainland engineers. 

But so long as it plays its hand well— and 
cagily—Kazakhstan is in a very sweet spot 
indeed with China. The two are both neigh- 
bors and, as we have seen, increasingly 
good ones. Kazakhstan has everything 
Beijing needs to keep its hungry economy 
roaring along; China, in turn, is happy to 
steer clear of Kazakhstan’s internal politics 
and act as one of the country’s chief pay- 
masters. Russia’s growing power and ob- 
session with controlling regional energy 
markets ensures that Moscow will remain 
the key relationship for Astana’s politicians, 
with the majority of Kazakhstan’s oil and 
gas continuing to flow north before it heads 
east and west. But with the addition of 
Beijing to the game, Astana has gained a 
discreet and wealthy local ally providing a 
useful counterbalancing power to Moscow. 
At the moment, everyone is happy. 

Much can change, of course, but so long 
as Kazakhstan continues to play its more 
powerful neighbors against each other with 
tact and discretion, without becoming over- 
ly greedy, it is more than capable of trans- 
lating its huge resources base into lasting 
wealth and security for its population. @ 
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India’s Energy 
Juggling Act 


by Marie Lall 
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ECENTLY BOTH THE India- 
United States nuclear deal 
and the Iran-Pakistan-In- 
dia (IPI) pipeline have been 
making headlines around 
the world. To many it seems incomprehen- 
sible that the U.S. should extend preferen- 
tial treatment to India in light of 
Washington’s nonproliferation priorities 
and the Bush administration’s tough 
stance on Iran. However, discussion of the 
two energy deals is often oversimplified 
and usually fails to take into account In- 
dia’s domestic and international priorities. 
Given India’s global and regional ambi- 
tions, it becomes clear that the only option 
for Indian Prime Minister Manmohan 
Singh and his government is to walk a 
tightrope between the U.S. on one side and 
Iran on the other. Yet given Washington’s 
belief that countries are either with or 
against the U.S., New Delhi could quite 
easily find itself caught between its region- 
al and global ambitions. 

India has had global power ambitions 
since it won independence from the United 
Kingdom in 1947, The country’s first prime 
minister, Jawaharlal Nehru, sought to de- 





velop India as the leader of the developing 
world—a project based on moral standing, 
which was belied by India’s hegemonic pol- 
icies in South Asia. However after the 1991 
economic reforms and the advent of the 
Bharatiya Janata Party government in 1998, 
India quickly shed its idealistic position as 
champion of the developing world, and put 
economic relations at the center of its for- 
eign-policy formulation. 

To sustain its economic growth and 
support its population explosion, India has 
to secure two priorities—a stable and peace- 
ful region, and large quantities of afford- 
able energy resources. The two are closely 
linked, because India must rely on the co- 
operation of its neighbors to secure energy 
resources and import increasing amounts 
of oil and gas. Currently India produces 
only half the natural gas it uses, and im- 
ports 70% of its crude oil. As the economy 
grows, so will the need to buy hydrocarbon 
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fuels. Improving relations with energy-re- 
source rich states such as Iran, Turkmeni- 
stan and Burma is now seen as central to 
India’s international relations. 

A further foreign-policy dimension is 
India’s relationship with China. Given the 
exponential growth of both countries, In- 
dia and China have found themselves com- 
peting for the same energy resources. Gas 
Authority of India Limited, and Oil and 
Natural Gas Corporation, both Indian com- 
panies, have bid against Chinese oil and gas 
companies for exploration rights in parts of 
Asia, including Kazakhstan and Burma, 
and as far afield as the Caribbean. To date, 
China has been much more successful in 
accessing oil and gas, yet this inherent com- 
petition for energy should not result in con- 
flict—at least in the short run, as both 
countries know that peace is essential for 
sustained growth. In short, the need for en- 
ergy to sustain growth is the basis for im- 
proved neighborly relations and peace (or 
at least the absence of conflict) between In- 
dia, Pakistan and China. 

In February 2005 the Indian govern- 
ment approved plans for talks with six 
countries on the construction of gas pipe- 
lines that would pass through Iran, Af- 
ghanistan, Pakistan, Myanmar, Bangladesh 
and Turkmenistan. The Petroleum and 
Natural Gas Ministry was permitted to 
hold talks with these countries to secure 
natural gas supplies. Mani Shankar Aiyar, 
Petroleum and Natural Gas minister at the 
time, confirmed that three pipeline proj- 
ects were being discussed, including a 
pipeline running from Iran through Paki- 
stan, one from Turkmenistan through 
Pakistan and Afghanistan, and a third 
from Burma. All transit countries would 
be paid high transit fees, making the proj- 
ects worthwhile for them. 

None of the three pipelines are easy op- 
tions for New Delhi as they all bring up 
issues of technological feasibility, financ- 
ing, security and delicate relations with 
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the various countries involved. However 
India’s need for gas is such that the long- 
term view prevails, and currently there 
are active negotiations on both the Iran- 
Pakistan-India (PI) and the Myanmar 
pipeline projects. 

The planned pipeline between Iran and 
India has had some bad press due to pres- 
sure exerted by the U.S. on India not to buy 
natural gas from Iran, which it considers 
a pariah state. Despite this, India signed a 
$40 billion deal to import natural gas from 
Iran in January 2005. The 25-year deal 
will see 7.5 million tons of LNG imported 
from Iran starting in 2009. An agreement 
was signed in June 2005 for the $4.5 bil- 
lion pipeline project, and in August 2005 
the Indo-Iran joint working group met in 
New Delhi. The Irt pipeline would start 
from the South Pars fields on the southern 
coast of Iran, enter Pakistan and then 
cross through Balochistan and Multan be- 
fore entering India, where it would end in 
New Delhi. 

There have been a number of issues, in- 
cluding financing, gas pricing, and secu- 
rity, that have prompted analysts to label 
the IPI pipeline project unfeasible. Most of 
these challenges, however, are being dealt 
with. International funding for the IPI 
pipeline is no longer a serious problem. 
Despite the Iran-Libya Sanctions Act of 
1996 and the pending Iran Counter-Prolif- 
eration Act of 2007 by the U.S. Congress, 
companies have been doing business with 
Iran much beyond the limit of $20 million 
mentioned in these acts. Recent develop- 
ments have brought Russian Gazprom 
onto the scene, and in April Russian Prime 
Minister Mikhail Fradkov visited Pakistan 
and signed a number of cooperation agree- 
ments. Even the World Bank and China 
have offered to help finance the project. 
The gas-pricing formula is still under ne- 
gotiation, however it no longer looks like a 
major stumbling block as all sides are com- 
ing closer to an agreed formula. 
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The major problem facing the rp pipe- 
line is security, particularly in the unstable 
province of Balochistan, in southern Paki- 
stan. India is particularly concerned about 
the Pakistani government’s ability to guar- 
antee security in light of Baloch national- 
ists attacking existing pipelines. The other 
main issue for New Delhi is the leverage 
Pakistan will gain by simply being able to 
“shut off the tap.” This is intrinsically also 
the most important part of the deal, as en- 
ergy interdependence and increase eco- 
nomic cooperation between India and 
Pakistan are likely to lead to a lasting peace 
between the nuclear-armed countries. New 
Delhi today is seen as prioritizing energy 
over the Kashmir/regional tensions. While 
there was initial reluctance over the pas- 
sage of a gas pipeline through Pakistan, In- 
dia finally indicated its willingness to join 
unconditionally after Pakistan vowed to go 
ahead alone. 

The fact that the India, Pakistan and 
Iran are even discussing the feasibility of 
such a project is monumental in itself: It in- 
dicates a sharp shift away from previous 
Pakistani and Indian antagonisms. And all 
three countries will be forced through this 
project to reassess their policies towards 
conflicts such as Afghanistan and Kashmir, 
as well as national security concerns and 
destabilizing sectarian violence. India and 
Pakistan as well as Iran will have to re- 
strain their age-old practice of creating 
strife and funding proxy wars in each oth- 
er’s countries. All in all, it looks like a win- 
win situation, not only for the region, but 
also for the world at large. 

While India’s pipeline diplomacy is 
having a positive regional effect, there 
have been unenviable consequences on a 
global scale. The drawbacks of the IPI proj- 
ect in particular are linked to India’s other 
foreign-policy ambition: being recognized 
as a global power with good relations with 
the U.S. The recently negotiated nuclear 
deal between President Bush and Prime 
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Minister Singh would allow U.S.-India nu- 
clear cooperation, despite the fact that In- 
diais notasignatory to the nonproliferation 
treaty (NPT). The deal still has to be passed 
through Congress and this passage is by no 
means guaranteed, especially in light of 
what the U.S. perceives as an unreasonable 
Indian position. The problems include In- 
dia wanting advance consént to extract plu- 
tonium from U.S. reactor fuel, as well as 
insisting that it should be allowed to re- 
sume nuclear testing if it so desires without 
any consequences. 

The U.S. has often expressed concern 
about India’s ties with Iran and the IPI 
pipeline project in particular. During his 
March 2007 visit, U.S. Energy Secretary 
Samuel Bodman warned India to shelve 
the IPI pipeline project. This view was 
again strongly expressed in a letter from 
the U.S. Congress to Prime Minister Singh 
as recently as May 2, in which India was 
chastised for insisting on affirming its re- 
lationship with Iran. 

If this disagreement turns into an ei- 
ther/or situation, the ruling coalition gov- 
ernment in New Delhi will have to pay a 
high price no matter which way it decides 
to go. Sticking with the U.S. could bring 
down the government, as coalition allies 
and the Communist Party withdraw their 
support in light of what would be labeled as 
foreign-power interference. It would also 
harm Indo-Pakistani and Indo-Iranian re- 
lations, with long-term economic and po- 
litical consequences. Siding with the IPI 
pipeline, on the other hand, will harm In- 
dia-U.S. relations and could jeopardize the 
nuclear deal. India’s stand, however, has 
been consistent and clear: Even with the 
nuclear deal negotiations ongoing, it will 
not let its foreign policy be influenced by 
another power. 

It has to be remembered that both India 
and the U.S. are keen to develop better ties 
with each other and both need the nuclear 
deal, albeit for very different reasons. The 
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U.S. wants to redress the trade balance be- 
tween the two countries, and needs to 
build a strategic relationship with Asia’s 
largest democracy in order to counterbal- 
ance China’s increasing regional power. 
Whilst security issues are important, the 
long-term strategic outlook on Asia is also 
seen as a crucial argument. The Bush ad- 
ministration argues that it can trust India 
despite India’s not signing the NPT, because 
in its 24 year nuclear history India has nev- 
er been accused of nuclear proliferation 
(unlike Pakistan). 

India wants global recognition as a nu- 
clear-weapons state, which is what the nu- 
clear deal implicitly offers, and in turn 
wants Indo-U.S. economic ties, especially 
in the information-technology sector, to 
continue flourishing. India is also extreme- 
ly keen to have the latest nuclear technol- 
ogy, which it can only get from the U.S. 
India-U.S. relations have often been fraught 
and the two countries have never had clos- 
er relations than now, a trend which is ce- 
mented by an increasingly influential 
nonresident Indian lobby in Washington. 

Although the U.S. needs India’s coop- 
eration at least as much as India needs the 
U.S., there seems to be very little under- 
standing by U.S. analysts about where In- 
dia is coming from and why the 
government in New Delhi is insisting on 
its present position. Few, if any, articles 
published in the U.S. show adequate un- 
derstanding of what the 1p1 pipeline could 
mean for South Asia. 

India is seen as a natural ally based on 
its democratic credentials. However, press- 
ing India to make a choice between its re- 
gional and its global ambitions is not a 
positive way forward for India-US. rela- 
tions. The U.S. needs India to continue its 
sustained economic growth, yet it also 
needs to allow for peaceful regional devel- 
opments which will underlie this growth. 
A peaceful South Asian region is also in the 
interest of the U.S. and the wider world. 


Besides, the U.S. needs to understand that 
the nuclear deal is not a viable alternative 
to the pipeline. In the short term especial- 
ly, India needs gas more than it needs to 
import nuclear material. Switching a large 
part of India’s energy production to nucle- 
ar fuel will take decades. 

Despite opposition from Washington, 
the three regional governments continue 
to plan the project, even after India voted 
against Iran and with the U.S. at the Inter- 
national Atomic Agency Committee in 
September 2005 for Iran to be referred to 
the U.N. Security Council over its nuclear 
plans. Relations between Iran and India 
have improved since then and all three 
countries have met all required deadlines 
so far. Iran has started construction and 
the pipeline should reach the Pakistani 
border by 2009. The rest of the pipeline is 
expected to be completed by 2012. Paki- 
stan and India are preparing for tenders, 
and May and June 2007 will see multiple 
meetings to settle the negotiations on the 
price, as this is the only remaining issue. 
Aside from economic gain, the shared en- 
ergy crisis between New Delhi and Islam- 
abad seems to have finally sunk in. 

In the midst of the controversy, India 
continues to walk the tightrope between 
securing its great power status and nucle- 
ar-energy fuel supply on one side, and ce- 
menting the regional peace process and 
accessing a much-needed hydrocarbon 
supply on the other. Prime Minister Singh’s 
government is likely to string both nego- 
tiations along as long as possible, refusing 
to be forced to make a choice. The IP! pipe- 
line will not be built overnight and the po- 
litical scenario in a year or two might well 
be more conducive to allow India both the 
gas and the nuclear options. However giv- 
en the Bush administration’s tendency to 
look at other states in a “with us” or “against 
us” mode, New Delhi might very well find 
itself caught between its regional and its 
global priorities sooner than it expects. @ 
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China’s Market Plan 
To Save the Tiger 


by Barun S. Mitra 
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HE NEPALESE MINISTER 
inaugurating the interna- 
tional tiger symposium in 
Kathmandu in mid-April 
acknowledged that tradi- 
tional approaches in the conservation 
field are not bearing fruit, and called for 
new thinking. His call came not a day too 
soon. The number of wild tigers remaining 
in the world is at an all-time low, estimated 
at between 2,000 and 3,000, probably half 
of what was believed a few years ago. Yet 
while there was a range of policy options 
before the who’s who of the tiger world, the 
week-long deliberations brought only more 
confusion and contradictions. 

Is the tiger facing a crisis at all? Could it 
be that in the past, wild tiger numbers in 
India had been grossly inflated because of 
a faulty counting procedure? Is it true that 
on average one tiger a day is poached in In- 
dia, and if so where are these dead tigers 
headed? If reports by some environmental 
organizations are to be believed, then there 
are very few instances of tiger bones or ti- 
ger medicine found in China today. Why 
then is the focus on poaching, when others 
claim that the biggest threat to the tiger 





comes from the continuing loss of habitats? 
Should India be commended for maintain- 
ing a smaller number of tigers in the wild, 
even if it does not answer to what happened 
to the vast sums of money that have been 
spent over the past decades? Should China 
be condemned for continued demand for ti- 
ger parts, when there is little evidence of 
tiger products in China’s markets? 

For the first time, a large delegation 
from the People’s Republic of China par- 
ticipated in the deliberations. China is now 
considering legalizing the trade in tiger 
products from farmed animals within 
its borders. This further ignited the debate 
over the relationship between economic 
development and environmental quality. 
Are conservation objectives and commer- 
cial goals compatible? Is the consumer de- 
mand for tiger parts necessarily a 
prescription for the possible extinction of 
tigers in the wild? 

For the past three decades of tiger con- 
servation, commerce and conservation 
have been pitted against each other. The 
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principal focus of the present conservation 
strategy has been to prohibit all forms of 
culling of tigers, trading in tiger parts and 
consumption. Policing has been made the 
cornerstone of tiger-conservation polices. 

The goal has been to place tigers and the 
forests so high on a pedestal that market 
prices won’t be able to touch these precious 
resources! So we have the paradox of high- 
ly valued resources placed outside the dis- 
cipline of market forces, and some of the 
poorest people on earth living in close prox- 
imity to such valuable resources without 
any incentive to conserve and manage the 
resources in a sustainable manner. 

The reality is that when there is a de- 
mand from consumers in the market, such 
a policy prescription is an open invitation 
to criminals and smugglers to profit from 
poaching of tigers. So poaching continues 
to pose a threat to wild tigers. 

This approach ignores the fact that ti- 
gers are a renewable resource. They breed 
very easily in captivity. In fact over the last 
decade China has almost perfected the art 
of managing and breeding large number of 
tigers in captivity, currently estimated at 
5,000 animals. Bringing some of these ti- 
gers to meet the demand in the market for 
tiger parts by legalizing trade could make 
poaching economically less attractive. 

There are plenty of examples of species 
thriving under the discipline of commerce. 
From bison to crocodiles, many species 
have largely escaped the threat of extinc- 
tion. Just as the tiger conservation policy 
was seeking to prohibit commerce in the 
1970s, crocodile farming was taking roots. 
Today, while India continues with its policy 
of keeping the crocodile outside the scope 
of commerce, elsewhere crocodiles have 
become a very successful commercial ani- 
mal. An estimated two million crocodiles 
are harvested each year from facilities as 
far apart as Australia, South Africa and the 
United States. 

Contrary to the fears of conservation- 


ists, this has not led to crocodiles being 
poached in India or elsewhere. The reason 
is simple. If an international brand name 
wants a large volume of crocodile skins at a 
competitive price, it has no reason to seek a 
poacher when it can procure it from a legal 
farmer. 

Take the case of hunting. In India, the 
government has prosecuted film actor 
Salman Khan and others for their alleged 
crime of hunting a few blackbucks. Recent- 
ly, former Indian cricket Captain Mansur 
Ali Khan Pataudi was similarly ensnared in 
a hunting controversy. The blackbuck is a 
very attractive animal, indigenous to South 
Asia. Yet, today there are probably more 
blackbucks in Texas alone than in its home 
range in India. And it is legal to hunt these 
animals in the U.S. 

In the U.S., blackbucks are looked upon 
as an investment, and therefore managed 
in avery sustainable manner by many range 
owners. It is estimated that in the U.S., the 
annual economic activity from a whole 
range of environmental activities, includ- 
ing nature treks, bird watching, fishing and 
hunting, generates revenue of over $100 bil- 
lion. It is possible to conceive a similar out- 
come in India or China, with their enormous 
diversity in wildlife resources. Big cats like 
tigers, lions or leopards could help trans- 
form the lives and living standards of some 
of the poorest sections of our populations. 
Wildlife conservation, rather than being a 
drain on the national exchequer, could be- 
come a contributor to the economy. 

There is an environmental dividend 
from economic development. Most rich 
Western countries have been able to restore 
and improve their environmental quality 
with economic development. Economic de- 
velopment opens opportunity for people to 
move away from land and reduce their de- 
pendency on environmental resources for 
their survival. China seems poised to reap 
this environmental dividend soon. Much 
more than poaching, pressure on natural 
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habitats by poverty-stricken human settle- 
ments pose by far the biggest threat to bio- 
diversity and tigers. China’s economic 
growth in recent decades is credited with 
moving a couple of hundred million rural 
residents away from the countryside. This 
has helped lower the pressure on natural 
resources such as forests and wetlands. 

China has identified a couple of origi- 
nal habitats of the south China tiger for a 
bold experiment in rewilding and reintro- 
duction of one of the most endangered 
subspecies of tiger today. A few of these ti- 
gers have been sent to South Africa for a 
rewilding program to revive their hunting 
and survival skills. The progenies of these 
tigers could be reintroduced in the desig- 
nated areas in China. Efforts are underway 
to help restore these habitats. And one of 
the prime objectives is to help integrate 
many of the remaining local villagers into 
the ecotourism model, so that these people 
directly enjoy the economic benefits of the 
environmental restoration. 

Clearly, the declining human pressure 
on forest and wildlife, coupled with breed- 
ing facilities meeting the demand for tiger 
parts in Chinese market, together have the 
potential to dramatically improve the 
prospects of tigers in the wild, securing 
the future of these majestic animals. If the 
21st century is the Asian century, then ti- 
ger conservation provides an opportunity 
to bring a new dimension of cooperation 
between Beijing and Delhi. 

India has had a lot of trouble handling 
large cats in captivity. Last year, about half 
a dozen big cats died in Delhi Zoo. In 2000, 
about a dozen mysteriously died at Nan- 
dankanan Zoo over the span of a week. In 
China, breeders have managed to handle 
hundreds of animals in close proximity 
without a major calamity. Meanwhile, In- 
dia has a lot of expertise in terms of people 
who have years of experience in managing 
tiger habitats. These people provide a ready 
pool of talent that could help China restore 


and rebuild some of its habitats. 

The choice before the delegates in 
Kathmandu could not have been starker. 
Should their governments persist in spend- 
ing millions of dollars in an attempt to 
keep the tiger outside the purview of the 
market, and look at commerce as the prin- 
cipal threat to conservation? Or should 
they seek to harness the power of com- 
merce for the cause of conservation? The 
future of tigers in the wild may depend on 
the decisions taken in the coming 
months. Hopefully, the turmoil among 
the conservationists gathered in Nepal is 
only the beginning. For the sake of the ti- 
ger, one hopes it will expose the myth of 
conservation being necessarily at odds 
with commerce, and bring to light the re- 
ality of harnessing the power of commerce 
for the cause of conservation. 

In June, delegates from around the 
world will discuss the relationship be- 
tween commerce and conservation at the 
Convention on International Trade in En- 
dangered Species in The Hague, Nether- 
lands. China is not currently seeking to 
reopen international trade in tiger parts. 
But if China decides to reopen domestic 
trade in tiger parts, just as the U.S. allows 
trade in live tigers, it will be perfectly in 
line with its international commitments. 

This debate over the tiger is a reflec- 
tion of the ironic reversal of traditional 
ideological positions. Communist China 
is seeking a reassessment of conservation 
policies, and wants to explore the possi- 
bility of bringing the tiger under the dis- 
cipline of market forces, in the hope of 
saving the magnificent beast. But critics 
from the “free world” are blaming the ti- 
ger crisis on market failure, and seeking a 
greatly enhanced role for the state. China 
is looking at the profit motive to save the 
tiger, while its critics are looking to brute 
force to implement the prohibition on 
smuggling. Welcome to the brave new 
world of tiger conservation! i | 
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Shattering Shipping Myths 


by Charles De Trenck 


HIPPING IS MUCH more than an 
industry. It is a mirror of global 
economic activity and a guide to 
shifts in trade patterns. It is also one of the 
more abused fields of analysis in main- 
stream thinking during both booms and 
busts. And it is a graveyard of forecasts, 
with upside and downside continuously un- 
derestimated. 

There are two main parts to this indus- 
try, bulk and container shipping. Larger 
companies tend to organize a bigger chunk 
of their business in container shipping, 
which is essentially exporting consumer 
goods from Asia to the United States and 
Europe. The “hot” part of the sector though 
has been dry bulk, which has been both a 
play on China and the decline of the dollar. 
Bulk shipping is the story of steel, as more 
than half of bulk shipping is related to steel 
through iron ore, coking coal and steel 
parts. Bulk shipping is best tracked by look- 
ing at the momentum in the Baltic Dry In- 
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dex (BDI). Perversely, the BDI, which reached 
a new high in May 2007, is used widely as a 
barometer of strength for all of shipping, 
which is widely misleading, and yet not 
without its rewards for generating trading 
profits. 

Since the development of the container 
box (usually tracked as TEU or 20-foot 
equivalent, but also in FEU or 40-foot equiv- 
alent) by Malcom McLean in the late 1950s, 
the container-shipping story has clocked in 
at about a 9% to 10% growth rate per an- 
num, outperforming air cargo’s long-term 
6% growth, as well as most other transport 
measures. Wal-Mart’s and China’s defla- 
tionary effect on manufactured goods, the 
U.S. consumer as the “Energizer Bunny,” 
the recent U.S. housing boom, and the ex- 
pansion of the European Union have all 
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contributed to strong long-term growth, 
and even back-to-back 13% to 15% growth 
in 2003-04 (depending on sources used). 


A Misunderstood Industry 


THE WALL STREET JOURNAL recently ran a 
shipping story (“Shipping Lines Push 
Rates,” May 21, 2007), which essentially 
painted rates as being on the rise because 
of strong cargo volumes. The truth, which 
was really driven by a rebound from the 
first half of 2006’s very low rates from Asia 
to Europe, is that some rates are rising be- 
cause trade on some routes is strong. But 
according to the article, even the Asia-to- 
U.S. trade should see growth of 11.5% in 
2007. A quick recap: The forecast is more 
than twice the actual January 2007 to 
April 2007 growth (based on U.S. ports 
and rail data)! 

My forecast targets about 7% growth in 
2007 for transpacific eastbound traffic 
(Asia to North America). Year-to-date Asia 
growth into U.S. West Coast ports has been 
about 3%, and container volumes carried by 
U.S. rail providers to mid-May is about 2%, 
according to the Association of American 
Railroads. To get to my 7% for all Asia 
trades into the U.S. will already require 
some effort. So the container volume 
growth story in 2007 is mixed: Europe is 
strong, but the U.S. is weaker than expect- 
ed. In addition to misunderstanding growth 
distribution, the article missed the picture 





on rates, and more importantly profitability 
in arising cost environment. 

The trap most observers fall into is lis- 
tening to a one-sided account from the 
shipping lines. At the same time, the users, 
the retailers, keep quiet. Another way of 
putting it: The service providers control 
the airwaves, while service users ignore 
much of the noise and plot their own 
course. Often I am told I am “too bearish” 
on the container lines. But the point is that 
core rates have been weak and profits dis- 
appointing from fourth quarter 2005 to 
first quarter 2007. No doubt there are some 
rebounds underway: The upswing in traf- 
fic from Asia to Europe; the boost provided 
by the low dollar has helped; and the emer- 
gence of Eastern Europe as a new source 
of demand. Yet profitability levels at the 
container lines have been mixed for over 
the last year. In the short term, any re- 
bound in profitability may be less than ex- 
pected due to higher costs. In the long 
term, the outlook remains mixed because 
of record amounts of capacity expected to 
come online by 2009. 

Single asset companies typically have 
financials which are easier to forecast. Dry 
bulk shipping is straight forward. You 
know the operating costs per day and you 
have ample information on daily charter 
rates for all types of vessels. But container 
shipping forecasting is more like black 
magic. You know the nominal revenues 
per TEU, and the TEU volumes, and there- 
fore the revenues. But on the costs side, 
you are given pro forma estimates for costs 
per TEU but little actual information for 
things such as actual port-handling charg- 
es paid, charter hire per ship, Europe and 
U.S. landside costs, etc. 

But here is something that has yet to be 
factored in: In 2001-02, at the market bot- 
tom you could order a 6,000 TEU ship for 
$60 million for delivery in 2004-05. But in 
2006 you had to order the same ship for 
$100 million for 2009 delivery. The addi- 








tional depreciation cost works out to about 
$4,300 per day based on 25 years deprecia- 
ble life. The additional debt service cost on 
the asset based on 70% debt and a 200 ba- 
sis-point increase in financing is about an 
additional $1,500 per day. In other words, 
at $5,800 extra per day before higher crew 
and operating costs, the asset cost compo- 
nent of your business is $1 per TEU per day, 
or $350 per TEU per year. This means that, 
given average revenue per TEU is $1,300 to 
$1,500 per year, revenues need to rise 10% 
per unit based on replacing about half of 
one’s assets in the coming few years. 


Excess Capacity Can Be Good 


OVERCAPACITY IS ONE reason rates exhibit 
a long-term downtrend, and why core rates 
should extend their declines under an aver- 
age-case scenario of U.S. housing not recov- 
ering until 2008 or 2009. Overcapacity in 
container shipping, just as in China’s indus- 
trial complex, has been good for the U.S. 
and the rest of the world. But, in all fairness, 
the decline in long-term nominal rates is 
the byproduct of growing economies of 
scale as well as growing asset efficiency; 
and price competition by new entrants in 
what remains a relatively fractured market 
(even as some top players have increased 
their share of the pie). All that is needed for 
lower rates long term is capacity growth in 
excess of demand, especially in high-profile 
but volatile long-haul trades. 

Capacity is an abused concept. For sev- 
eral years, some industry participants have 
tried to airbrush away capacity in the in- 
dustry through various recalculations. One 
of the more obvious problems is when some 
of the container lines in some trades cite 
utilization levels above 100%—even over 
110% — but then revert to using 100% as the 
maximum in press-release digests. My 
point here is that total theoretical capacity 
utilization needs to be assessed based on 
properly calculating the denominator as 


well as the more easily available numerator. 
In any case, the key point is that the data 
from the front lines of various trades varies 
in reliability and we can track with a little 
more certainty actual ship physical capac- 
ity. Vessel capacity once deployed is more 
theoretical. Vessels can take cargo over 
shorter or longer distances. They can also 
take on and drop off cargo en route as well 
as be deployed more or less efficiently. What 
we do know is over the last two decades, 
container vessels have increased their 
speed more than 25% (from about 19 knots 
to about 24 knots) and port cranes and fa- 
cilities overall have become ever more ef- 
ficient. Vessels have increased in size and 
transported volumes have grown so rapid- 
ly that a TEU has come to mean much less 
today than at the turn of the century. 

In 2006, according to shipping service 
provider Clarkson, about 117 million TEU 
were transported against about 67 million 
TEU in 2000. According to shipping consul- 
tants and publishers Drewry, about 131 mil- 
lion TEU were transported in 2006 
compared to about 70 million in 2000. Total 
container slots are currently running just 
below 10 million TEU (for only fully cellular 
vessels, which are more efficient), or about 
double the level in 2000. This data alone 
shows physical capacity increasing at a 
more rapid rate. Another way of showing 
the greater capacity—and these are the 
good times for demand—is to look at how 
many times slots are turned over. In 2000 
a TEU Slot was used about 14 times per year. 
In 2006 a slot was used about 12 times per 
year. This is before any adjustments for in- 
creased vessel speed, faster cranes, better 
China export infrastructure, slower U.S. 
trains, etc. The point is there is a tendency— 
even before more supply comes in over de- 
mand in 2007-08—for assets to be utilized 
less intensively. 

At a general level, before making ad- 
justments that will use a number of inac- 
curate assumptions, container-vessel 





GOODS-PRICE DEFLATION? 
Slowing export growth and declining U.S. import prices 
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— US. import price index for imports from Asian newly 
industrialized countries, % year-on-year, right axis 


— Export growth for Asia excluding Japan, 
% year-on-year, left axis 
SOURCES: CEIC; CITIGROUP INVESTMENT RESEARCH 


capacity growth in terms of TEU is set to 
grow about 15% in 2007 and 14% in 2008 
(2009 could be lower at 12%, but some or- 
ders are still trickling in for that year). On 
the demand side, long-term growth has av- 
eraged about 10% including recent years 
where demand growth has been skewed 
perhaps 1% to 2% to the upside against 
past cycles. Current estimates for 2007 
growth range around 10% to 11% (my es- 
timate is currently closer to 9.2% based on 
some slower growth data from the U.S.). 
Capacity growth has outstripped de- 
mand when looking at the physical vessels 
carrying containers versus transported 
containers. Making the analysis more com- 
plicated is that container shipping has lived 
at the margin of carrying one more box out 
of Asia and China without complementary 
business to return to Asia. Profits on the re- 
turn leg have been absent for so long that 
earnings on the outbound legs have become 
that much more important. The ratio of rev- 
enue outbound from Asia can be four to six 
times higher than revenue on the return 
leg. Intra-Asia and other regional trades 
can be far more balanced, however. 
Analysis of specific trade lanes has tak- 
en on even more importance in an environ- 
ment where data remains in short supply. 
The overarching structural problem, of 
course, is that Asia has yet to redress a cu- 
mulative imbalance in trade volumes which 


took on monumental proportions after the 
Asian financial crisis. One way to illustrate 
trade imbalances in volume terms—though 
not perfect—is to look at the percentage of 
paid box moved from the U.S. to Asia, rela- 
tive to Asia to U.S. moves (loaded cargo). 
The trade imbalance is deeply rooted in our 
trading patterns and dollar weakness, and 
trade policy initiatives are likely to have lit- 
tle impact until the U.S. consumer con- 
sumes less, or the Asian consumer consumes 
more American goods. In 1996 about 76% 
of boxes that left Asia loaded to the U.S. also 
came back full, even if much was wastepa- 
per and other lower revenue cargo (with 
the exception of fruits and vegetables). By 
2006, only about 36% of boxes came back to 
Asia full. 


Keep Track of These Trends 


LONG-TERM INTEREST RATES relative to 
inflation and the strength of the dollar will 
remain key drivers for shipping in general. 
A weak dollar is good for trade, as Asia 
tends to export more to the rest of the 
world under such conditions. A dollar re- 
bound would tend to slow trade growth 
based on past trends. 

The cost of manufactured goods in de- 
veloped countries relative to discretionary 
buying power is another way to think about 
future trade patterns. Over the last two 
years there was a small bias to the price of 
goods rebounding. Anecdotal reports 
abounded on higher input costs and higher 
labor costs in many parts of China. Yet in 
recent months there have been some con- 
trary indications. The U.S. import price in- 
dex, for one, is showing that goods-price 
deflation is setting back in (see chart near- 
by), which means, aside from pricing power 
not holding despite higher raw material 
costs, volumes could again outperform the 
value of transported goods. Over the long 
term this has been a key driver of contain- 
erized trade growing 9% to 10%. Manufac- 
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tured goods’ prices keep going down, 
courtesy of China and other low-cost pro- 
ducers, and American consumers can be 
enticed to buy more goods at reduced pric- 
es. Low-cost goods going into fixed-sized 
containers is good for container shipping 
and good for trade growth. As long as fleets 
don’t increase at an even faster pace. 

To twist the recently popular “this time 
it’s different” argument a little: What if the 
American consumer is tapped out? What if 
U.S. housing prices decline, higher food 


prices and high gasoline prices keep con- 
sumers in the U.S. from buying a new bar- 
beque, new furniture and a few new 
appliances until 2009 or 2010? Then not 
only will we have a few percentage points 
of overcapacity, we may have a bigger prob- 
lem resulting from cumulative heavy ship 
orders from 2003 to 2007 to deal with. The 
last time we saw this was with tankers in 
the 1970s. g 
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All Roads Lead to Beijing 


by Thomas E. Callarman and Linda G. Sprague 


N 1803 NAPOLEON Bonaparte fa- 
| mously said, “China is a sleeping 
giant and when she awakes she 
shall astonish the world.” From the point 
of view of the country’s transportation in- 
frastructure, there is substantial evidence 
that an awakening of astonishing propor- 
tion is currently underway. The significant 
advances in China’s domestic transporta- 
tion systems—including rail, highways and 
roads, river transportation and air capaci- 
ty—are running in parallel with important 
changes in China’s economic management 
systems and the development of the coun- 
try’s first legal structure. 

In 2005, China had nearly 70,000 kilo- 
meters of rail track. By comparison, the 
U.S.—which is roughly the same size as 
China but has about one-quarter of its pop- 
ulation—had more than 212,000 km of 
track. But China puts its rails to far greater 
use than almost any other country in the 
world. In February 2007, The Wall Street 
Journal reported that China transports an 
average of 7.6 million passengers per kilo- 
meter of rail track per year, almost six times 
the world average. In terms of freight, Chi- 
na moves more than 10 times as much 
freight per kilometer of track than the glob- 


al average. The track and the rolling stock 
(all engines, and passenger and freight cars) 
are in reasonable shape, well-maintained 
and regularly upgraded. 

The vast majority of China’s population 
moves by train. During the recent Lunar 
New Year, the rail system was estimated to 
have handled more than 160 million rail 
journeys. Air traffic is increasing, but with 
only 40 airports that have over 3,000 me- 
ters of paved runways, this is not eating into 
rail traffic. 

China’s railway modernization pro- 
gram is well underway, and focused on im- 
proving and expanding passenger and 
freight capacity. By 2010, the country will 
have added almost 17,000 km of new track 
and upgraded about 13,000 km of existing 
track to accommodate high-speed passen- 
ger trains. About 7,000 km of new track 
will be laid for high-speed passenger trains 
that have a top speed of 320 km per hour. 
Furthermore, maximum freight train 
speed on all lines will be increased to 120 


ee Mr. Callarman is professor of operations 
management and Ms. Sprague is professor of 
manufacturing and operations management at 
the China Europe International Business School 
in Shanghai. 





km per hour. With high-speed passenger 
lines between Shanghai and Beijing, 
Shanghai and Hangzhou, and Shenzhen 
and Guangzhou, the volume of passenger 
traffic is expected to grow dramatically. 

These expansion plans are currently es- 
sentially on schedule. In July 2006, consid- 
erable publicity accompanied the opening 
of the new line connecting Beijing and Lha- 
sain Tibet. This track has taken the record 
from Peru for the highest 
railway track in the world. 
Reaching a maximum 
height of more than 5,000 
meters above sea level, the 
passenger cars must be 
pressurized. Within the 
next decade, rail lines 
within Tibet will be ex- 
panded to cover more than 
2,000 km, linking Lhasa 
with Nyingchi in the east 
and Xigaze in the west. A 
third line will link Xigaze with Yadong on 
the border with India. 

The Xinhua News Agency reported that 
the opening of the Qinghai to Tibet railway 
is expected to carry 75% of all inbound 
freight into Tibet, cutting transportation 
costs significantly. Tourism revenues are 
expected to double by 2010. It is worth not- 
ing the very recent announcements of ma- 
jor iron and copper ore deposits in 
Tibet—the results of more than a decade of 
geological surveys and analyses. The daunt- 
ing challenges of exploitation of these finds 
will be helped by the existence of the new 
rail capability. 

In addition to expansion, significant 
modernization of the rail system is also 
taking place. As an early strategy this oc- 
curred through foreign leadership, but 
now Chinese technologists and organiza- 
tions are increasingly dominant. A good 
example of this is the story of the high- 
speed passenger lines. A competition 
among three potential foreign suppliers of 
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different technologies—from France (TGV), 
Japan (shinkansen) and Germany (mag- 
netic-levitation rail link)—resulted in Chi- 
na announcing that it would lead the 
project itself. This was soon followed by 
development of contractual agreements 
with French technology organizations. 
China’s rail system is being prepared 
for the movement of increased numbers of 
people and goods to and from the coast, 
making increased indus- 
trialization and popula- 
tion of the country’s 
interior possible. Even 
with the expansion and 
modernization programs 
already underway, very 
high utilization is expect- 
ed to continue. Additional 
domestic transportation 
capability will be re- 
quired. Consulting firm 
Accenture estimates that 
the current rail system meets only about 
75% of current demand for cargo space. 


Behind the Wheel 


THE CHINA STATISTICAL Yearbook 2006 re- 
ported that in 1985 there were a total of 
284,900 private vehicles in China, of which 
19,300 were passenger cars. Starting in 
1994, individual citizens in China were al- 
lowed to purchase passenger autos. And by 
2005, there were over 18 million private 
vehicles in China, of which nearly 14 mil- 
lion were passenger cars. As the traffic sit- 
uation in many cities now suggests, 
private-vehicle traffic has grown faster 
than new road construction, particularly 
within the cities. To complicate matters, 
expansion of existing roads causes bottle- 
necks during construction. 

China has not had true highways until 
very recently. The first limited access, high- 
speed highway was built in 1992, connect- 
ing Beijing with Tianjin. Today construction 








is well underway for China’s first National 
Major Arterial Highway Network, sched- 
uled for completion in 2010. When com- 
plete it will comprise seven east-west 
highways and five north-south highways, 
connecting the far reaches of the country 
from Harbin in the northeast, to Hainan Is- 
land in the southeast; from Lhasa and Hor- 
gos in the far west, to Shanghai on the east 
coast. Segments of this system are already 
open. It is now possible to drive from Shang- 
hai to Beijing on a modern highway. 

In February 2007, the Communications 
Ministry reported that the government will 
build 1.2 million km of new 
rural roads, beginning 
with the upgrading and/or 
construction of 300,000 
km of rural roads in 2007. 
In 2007, at least 24.8 bil- 
lion yuan ($3.2 billion) 
raised by vehicle purchase 
tax will be spent on rural 
roads. This initiative is 
part of the plan to provide 
education and health care 
to the country’s rural pop- 
ulation. Considerable numbers of this pop- 
ulation live in areas barely accessible 
because of the lack of roads. 

Completion of the National Major Ar- 
terial Highway will link all of the capital 
cities of the provinces with the four mu- 
nicipalities of Shanghai, Beijing, Shenzhen 
and Guangzhou. This will provide oppor- 
tunities to increase the volume of ship- 
ments by highway as well as increasing the 
speed by which freight will be delivered. 
Current estimates are that approximately 
20% of trucking costs in China are from 
tolls (official and otherwise). With the 
new highway system, tolls will be uniform 
and easier to control. 

According to a recent study by IBM Busi- 
ness Consulting Services, worldwide freight 
logistics costs represent 7% of the global 
GDP. Included in this figure are costs of 


Logistics costs — 
currently account 
for 22% of China’ s 
_ GDP, but that will 


soon change. 


transportation, inventory-carrying cost 
(27% of the total) and administrative/infor- 
mation-technology costs. In China, the es- 
timate is that logistics costs are 22% of the 
country’s GDP; in the U.S. this number is 
closer to 9%. 

Part of the explanation for these higher 
costs in China is reported in a 2006 report 
by management consultants A.T. Kearney: 
In China freight is handled 27 different 
times on average during the course of an 
entire journey; in the U.S. freight is handled 
an average of eight to 14 times. Freight lo- 
gistics in China are estimated to contain 51 
days of inventory, versus 
seven days in the U.S. Fi- 
nally, as reported in the 
China Business Forum in 
May 2006, the average cost 
to move a standard con- 
tainer of freight inside 
China to the port of Shang- 
hai is estimated to be 
$1,200; moving the same 
average container from 
Shanghai to the port of 
Long Beach, California, 
would add only $2,000 to the total cost. 

Considered as a whole, it is quite obvi- 
ous that the present movement of freight 
in China is inefficient. Improvements in 
the physical infrastructure—in particular 
highways and railways—will serve to im- 
prove overall logistics productivity inside 
China. Consider the impact only of the 
National Major Arterial Highway once 
completed: Times on the road will be dra- 
matically reduced, as will fees for crossing 
provincial borders. In addition to the 
highway, road and rail projects underway, 
new airports will significantly increase 
passenger-traffic capacity. At least two 
cargo superhubs—one in Guangzhou, and 
the other around Shanghai Pudong air- 
port—will also significantly increase ca- 
pacity to bring freight into and ship ARE 


out of the country by air. a 
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THE ELEPHANT AND THE DRAGON: 
THE RISE OF INDIA AND CHINA AND 
WHAT IT MEANS FOR ALL OF US 
by Robyn Meredith 
W.W. Norton & Company, 

272 pages, $25.95 


Reviewed by DAVID PLOTT 


SIA IS NO stranger to economic 
miracles—witness the success of 
Japan, South Korea, Taiwan and 
Southeast Asia. But the near simultane- 
ous emergence of China and India onto 
the world stage represents a “tectonic 
economic shift” that promises to alter the 
way global business and geopolitics are 
conducted for years to come. 

This is the focus of Robyn Meredith’s 
The Elephant and the Dragon, one of the 
best books available about the economic 
changes underway in both countries. A 
veteran reporter for Forbes magazine, Ms. 
Meredith brings to the subject deep expe- 
rience and knowledge of both countries, 
and a gift for synthesizing a vast array of 
data in an accessible and lively way, and 
discerning underlying trends. 

This a behemoth of a subject, so the 
book’s brevity comes as a pleasant surprise 
for the reader, and is a tribute to the author’s 
discipline in distilling her arguments. She 
blends history, vivid anecdotes, personal 
experience, economic analysis and even oc- 
casional bursts of ideological exhortation to 
produce a work that leaves the reader with 
a comprehensive understanding of the es- 
sence of the transformations in India (the 
elephant) and China (the dragon). 

Ms. Meredith opens by evoking what 
is almost a cliché in discussions about the 


A 


two countries—the contrast between the 
visible grandeur of China’s ultramodern 
infrastructure and India’s potholed streets 
and crumbling airports. 

But these stark differences are raised 
in order to reassess their supposed sig- 
nificance. While India indeed remains 
woefully behind China in investing in in- 
frastructure, its path to economic reform 
has tapped other sources of strength. As 
China pursued a path to becoming a manu- 
facturing giant by harnessing its ability to 
mobilize capital and labor, India—hobbled 
by horribly inefficient government—had to 
rely on its tremendous pool of highly edu- 
cated knowledge workers. It is a case, she 
says, of brawn versus brains. To be sure, 
she underscores the need for India to in- 
vest substantially more in its roads, air- 
ports, ports and railways in order to build 
its own manufacturing capabilities. Mean- 
while China will need to accelerate its ef- 
forts to rise above basic manufacturing as 
a source of future growth. 

But Ms. Meredith is careful not to over- 
play the differences between these two 
Asian giants—a tendency that leads some 
observers to cheerlead for one country 
over the other—because one of her central 
arguments is that the rise of China and In- 
dia complement each other. The way the 
two are beginning to work together prom- 
ises to reshape global business. 

Modern manufacturing has shifted away 
from Henry Ford’s assembly-line model to 
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one where a product is now manufactured 
in different stages in dozens of different 
countries. Ms. Meredith refers to this out- 
growth of globalization as “the disassembly 
line.” As she vividly illustrates in one exam- 
ple, something as simple as an Eileen Fisher 
linen sweater passes across the globe as it 
moves from raw flax to finished product. 

“Those swank sweaters will have jour- 
neyed from France to Chi- 
na to the United States via 
one boat, five trucks, three 
factories, and an airplane 
on an odyssey now com- 
mon for products found 
in American shopping 
malls.” This is a process 
that Victor Fung, chair- 
man of Hong Kong-based 
Li & Fung, has called “the 
atomization of the supply 
chain.” 

Ms. Meredith argues, 
“India and China form 
complementary links, 
rather than competing 
links, in many compa- 
nies’ disassembly lines. 
Using the two developing nations togeth- 
er is a powerful, almost irresistible tool 
for Western companies trying to ratchet 
down their costs and speed up production 
cycles.” 

Despite the alarm that China and In- 
dia often cause in the West—particularly 
in America—because of lost manufactur- 
ing jobs and offshored white-collar jobs, 
Ms. Meredith argues that it is American 
and European companies that have most 
benefited from the rise of both coun- 
tries. “Made in China” often really means 
“Made by America in China” or “Made by 
Europe in China.” Consumers in America 
and Europe also benefit from lower cost 
goods produced in China. 

India and China are not just changing 
the face of manufacturing, they are also 
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redefining consumer markets, because of 
the large number of low-income earners 
in both countries. Traditional consumer 
marketing by multinational companies 
has always targeted the top 20% of income 
earners. But Ms. Meredith predicts that In- 
dia and China are about to change that. 

“The vast majority of the money in the 
Indian market is at the bottom of the in- 
come pyramid,” she writes. 

“Because each is growing 
about three times as fast 
as the United States and 
Japan and far faster than 
Europe, India and China 
represent the unavoid- 
able future for companies 
around the world.” 

Despite the sometimes 
breathless appreciation 
Ms. Meredith expresses 
for the changes taking 
place in India and China, 
she is no rosy-eyed evan- 
gelist for their econom- 
ic reforms. She devotes 
considerable space to de- 
scribing the social, envi- 
ronmental, political and geopolitical risks 
associated with the changes. The results is 
a balanced and engaging appraisal of what 
has been accomplished, and what remains 
to be done. 

Ms. Meredith is most passionate, 
though, at the end of her book, where she 
exhorts Americans (who seem to be the 
primary audience of her work) to invest 
more in education and infrastructure, and 
to save more, in order to reinvent them- 
selves to face the challenge of India and 
China. “Let the rise of India and China be 
a catalyst to reestablish America’s compet- 
itiveness. Let it be this generation’s space 
race. If inward-facing India and commu- 
nist China can transform themselves and 
face the world, so can the United States of 
America,” she concludes. 
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FAMINE IN NORTH KOREA: 
MARKETS, AID, AND REFORM 
by Stephan Haggard and Marcus Noland 
Columbia University Press, 
309 pages, $35 





Reviewed by JOHN FEFFER 


T IS HARD to even begin to un- 
derstand the apparent contradic- 
tions in North Korea, a country 
that is both malnourished and appears to 
be a nuclear power. Yet political scientist 
Stephan Haggard and economist Marcus 
Noland approach this topic with the de- 
termination of archaeologists at a sparse 
excavation site. They attempt to construct 
a coherent narrative of the food crisis from 
the most fragmentary evidence—without 
access to the country itself, deprived of all 
but the most rudimentary of economic sta- 
tistics, and operating in an environment 
of second-hand information and dicey ex- 
trapolations. Nevertheless, they do their 
best to describe how North Korea came 
near to economic collapse in the mid-1990s 
and how it dealt with the ensuing crisis. 
The country has yet to recover from the 
devastating food crisis in the 1990s, and 
last fall’s harvest was again insufficient, 
leaving a now-perennial shortfall of about 
a million tons of grain. Depleted soil on a 
relatively small amount of arable land can’t 
quite meet the nutritional needs of the pop- 
ulation. The international aid community, 
which has seen a 75% drop in donations, is 
struggling to fill this shortfall. Meanwhile, 
the global focus remains on the ongoing nu- 
clear conflict with North Korea. Pyongyang 
exploded a nuclear device last fall, contin- 
ues to devote a sizable portion of its lim- 
ited resources to defend against a range of 
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perceived threats, and hopes to parlay its 
nuclear status into a financial package that 
can revive the economy. 

Messrs. Haggard and Noland’s study is 
a truly commendable effort to ferret out 
information from a country routinely de- 
scribed as an informational black hole. 
The analysis of the origins of the food cri- 
sis, the detailed assessment of the interna- 
tional response, and the careful scrutiny 
of North Korea’s subsequent economic 
reforms all make Famine in North Korea 
a touchstone resource for understanding 
what happened to North Koreans in the 
1990s and after. 

The graphs and charts are alone worth 
the price of the book. The authors, for in- 
stance, chart agricultural imports against 
domestic production, look at grain har- 
vest by region, and trace the rise and fall 
of fertilizer consumption, all to support the 
book’s central thesis. “North Korea did ex- 
perience severe floods in 1995 and a succes- 
sion of natural disasters thereafter as well,” 
they write. “But the country’s vulnerabil- 
ity to those conditions was exacerbated at 
every point by decisions the government 
made that compounded risk.” 

Messrs. Haggard and Noland build a 
compelling case for human error and draw 
on an impressive range of sources. But they 
occasionally overreach, hastening to con- 
clusions that are not supported by the ev- 
idence they present. There are intriguing 
inconsistencies in their argument. They fail 
to acknowledge important external factors. 
And they sometimes put faith in data as 
wobbly as the statistical information they 
criticize others for naively accepting. 

The inconsistencies of Famine in North 
Korea betray a tension between the descrip- 
tive and the normative. So, for instance, the 
authors criticize the North Korean govern- 
ment for not responding early enough to the 
warning signs. Yet they acknowledge that 
before the heavy rains in summer 1995, 
which marked the official beginning of the 
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The authors lay out the case that North Korea took food 


aid for at-risk populations and directed it to the military. 





food crisis, Pyongyang appealed for World 
Food Program aid in the early 1990s, to 
South Korea and Japan shortly thereafter, 
and also as part of the post-Agreed Frame- 
work talks in 1994. They criticize the gov- 
ernment for not moving more quickly with 
economic reforms. Yet 
they point out that the 
government indeed loos- 
ened its restrictions on 
private plots and farm- 
ers’ markets in 1993. They 
declare the central gov- 
ernment culpable of the 
misallocation of resourc- 
es. Yet they recognize 
that central authority 
broke down during the 
famine, leaving local offi- 
cials, military command- 
ers, factory managers and 
entire regions to fend for 
themselves. 

As social scientists, 
the authors include the 
requisite countervailing evidence. But as 
advocates building the larger case of the 
system’s criminal negligence—which goes 
beyond their central thesis of policy blun- 
ders—they disregard this evidence in their 
eagerness to indict. The distinction is crit- 
ical. According to a 1999 interpretation of 
the right to food by the U.N. Committee 
on Economic, Social and Cultural Rights, 
“It is important to distinguish the inability 
from the unwillingness of a state party to 
comply.” Therein lies the key to determin- 
ing culpability. 

Perhaps the most controversial section 
of Famine in North Korea deals with the 
question of diversion. Messrs. Noland and 
Haggard patiently lay out the case that the 
North Korean government took food aid in- 
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tended for at-risk populations and directed 
it instead to the military and the political 
elite. They cite a range for the diversion 
rate of between 10% and 50%, settling on 
an intermediate value of 30% as most like- 
ly. They introduce anecdotal evidence: 
several defector reports, a 
can of food aid found on 

a North Korean subma- 
rine run aground. They 
enlist survey data from 
North Korean refugees 
in China to suggest that a 
majority knew nothing of 
the existence of food aid. 
They quote a South Kore- 
an NGO’s estimate of a50% 
diversion rate based on 
| insider information. And 
there is video footage of 
sales of food aid in North 
| 
i 
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Korean markets and inter- 
view data that indicate that 
much of the population has 
relied on these markets for 
an increasing amount of their food needs. 
This discussion of diversion, though de- 
tailed and informative, suffers from the au- 
thors’ understandable impulse to give hard 
numbers and assign blame. North Korea no 
doubt experienced “spillage,” the aid com- 
munity’s term for diversion. Was it greater 
than in other humanitarian disasters? Per- 
haps. Was it stage-managed by the central 
government? Even the authors are skep- 
tical. So, with donor fatigue affecting the 
international community, North Koreans 
again facing hard times, and hard evidence 
still unavailable, assigning a percentage 
seems premature and counterproductive. 
Clearly the North Korean government 
made disastrous policy decisions from the 
1970s onward. The famine of the 1990s can- 
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not be attributed, as Pyongyang has said, to 
natural disasters alone. Yet in their eager- 
ness to show how the North Korean model, 
like a faulty machine, inevitably ground to 
a halt, Messrs. Haggard and Noland dimin- 
ish the importance of key exogenous fac- 
tors: the rising cost of energy that made the 
country’s mechanized agriculture prohibi- 
tively expensive, declining soil fertility be- 
cause of one of the highest rates of fertilizer 
application in the world, and a significant 
drop in food imports from China largely be- 
cause of a poor harvest in 1993. Even before 
the heavy rains hit, then, North Korean of- 
ficials were operating in a very constrained 
policy space. Nevertheless, as Messrs. Hag- 
gard and Noland point out, the government 
should have imported more food on a com- 
mercial basis to make up for the drop in 
Chinese deliveries and should have permit- 
ted greater freedom of movement for the 
population earlier in the crisis. 

In trying to explain North Korea’s 
“perplexing” and “inauspicious policy 
making,” the authors also fail to give cre- 
dence to a key non-rational explanation for 
North Korean conduct: its adamantine na- 
tionalism. Pyongyang was slow to admit 
the failures of its economic model (and 
reveal weakness), reluctant to accept in- 
ternational handouts (and undermine its 
ideology of self-sufficiency), and unwilling 
to allow international monitors unfettered 
access throughout the country (given fears 
that these foreigners were either spies or 
some variety of missionary). North Korea 
is certainly not alone among countries in 
prioritizing national security over rational 
economic choice. Its “perplexing” deci- 
sions become all the more comprehensible 
when placed alongside its fears of outside 
intervention. 

The authors seem to be struggling with 
two different interpretations, one that 
analyzes the food crisis in development 
terms, the other that employs a human- 
rights framework. In the first, the North 
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Korean government is guilty of grievous 
policy errors. In the second, the central 
government’s role in the famine consti- 
tutes what they call “a crime against hu- 
manity.” This latter claim has the ring 
of moral clarity. But although Famine in 
North Korea indeed illuminates a murky 
subject and gives ample evidence of policy 
blunders, it ultimately fails to support this 
stark verdict. 


PERFECT HOSTAGE: 

A LIFE OF AUNG SAN SUU KYI 
by Justin Wintle 
Hutchinson and Random House, 
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Reviewed by BERTIL LINTNER 


HE HAS BEEN likened to Nelson 
Mandela, Martin Luther King, 

even Mahatma Gandhi, whose 
philosophy of nonviolence she has es- 
poused. Burma’s pro-democracy icon 
Aung San Suu Kyi—often referred to just as 
“the Lady”—may be incarcerated but she 
remains a symbol of defiance and moral 
strength, and as such has attracted sympa- 
thy and support not only inside her coun- 
try but from all over the world. The world’s 
most famous political prisoner, in 1991 she 
received the Nobel Peace Prize. 

She has received myriad additional rec- 
ognition: In 1992, Unesco awarded her the 
International Simón Bolivar Prize. The fol- 
lowing year, the Center for Human Rights 
and Constitutional Law in Los Angeles 
named her the recipient of its Victor Jara 
International Human Rights award, and, in 
December 1994, the Forum of Democrat- 
ic Leaders in the Asia Pacific made her an 
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honorary adviser to its board—and all this 
while she was still under house arrest. 

She seems to be above criticism, a saint- 
like figure who can do nothing wrong. 
Justin Wintle’s potentially controversial 
biography of her, therefore, is very much 
needed and welcome. He no doubt admires 
her and her courage, but, at the same time, 
writes that not every criticism leveled at 
Ms. Suu Kyi should be ignored, “otherwise 
any concern for Burma becomes a Stalinist 
parody of democracy.” 

Mr. Wintle takes Ms. Suu Kyi to task 
for supporting Western economic sanc- 
tions and boycotts, which he argues “have 
helped drive the regime 
deeper into the embrace 
of China.” He criticizes 
the Burma Campaign 
U.K. for blacklisting the 
Lonely Planet’s guide 
to Burma and ar- 
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the millions.” The 
United States’ and 
the European Union’s 
policy of denying places at 
their universities and col- 
leges to the children of regime members is 
counterproductive, he states, arguing that 
it is “surely much better to give the grand- 
sons and granddaughters of [Burmese jun- 
ta leader] General Than Shwe and his ilk a 
decent liberal education than to see them 
packed off to Beijing.” 

Mr. Wintle’s biography is well-re- 
searched and covers, in great detail, Ms. 
Suu Kyi’s childhood in Burma and her 
years in India, Britain, Japan and Bhutan. 
He was fortunate in being given privileged 
access to an unpublished biography of Daw 
Khin Kyi, Ms. Suu Kyi’s mother, written by 
her during the period of her first house ar- 
rest 1989-95. But it is perhaps a bit unfair 
to highlight the fact that Ms. Suu Kyi was 













not a particularly successful academic. She 
may have got only athird-class degree from 
St. Hugh’s College Oxford—and her friends 
might have expected her to do much bet- 
ter—but is that really relevant to her role in 
Burma’s pro-democracy movement? 

It is also unfortunate that Mr. Win- 
tle repeats two myths spread by the junta 
and its sympathizers. One is that Burma’s 
first, 1947, constitution included a clause 
“prohibiting anyone married to a foreign- 
er from becoming Burma’s president,” Mr. 
Wintle writes. The other is what was actu- 
ally elected in May 1990. While acknowl- 
edging the NLD’s landslide election victory, 
Mr. Wintle states, incor- 
rectly, that, “Even Khin 
Nyunt’s pre-elec- 
tion assertions, that 
the contest was the 

choose members of a 
Constituent Assem- 
bly, not a parliament, 
now appeared to bea 


dead letter.” 
In fact, Khin 
Nyunt had said be- 


F fore foreign mili- 
tary attachés in 
Rangoon on Sept. 
22, 1988, “Elections will be held as soon as 
law and order has been restored and the 
Defense Services would then systemati- 
cally hand over power to the party which 
wins.” He didn’t say a word about the 
need for a new constitution. And on May 
31, 1989—a year before the election—the 
junta promulgated a pyithu hluttaw elec- 
tion law. A pyithu hluttaw in Burmese is a 
“people’s assembly,” i.e., a parliament, not a 
constituent assembly, which is a thaing pyi 
pyu hluttaw—a term never used before the 
1990 election. That a constituent assembly, 
not a parliament, had been elected was first 
stated by Khin Nyunt in a speech on July 
27, 1989—two months after the election. 
In the end, the elected assembly turned 
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out to be not even a thaing pyi pyu hluttaw. 
About 100 of the 485 elected members of 
parliament (of whom 392 were National 
League for Democracy candidates) were 
to sit in a “National Convention” together 
with 600 other, nonelected representatives 
who had been hand-picked by the military. 
No Burmese citizen expected that to hap- 
pen when they went to the polls in May 
1990. The junta had just not expected the 
NLD to win, so the rules had to be changed 
after the election. 

As for the president’s spouse, the 1947 
constitution does not mention who the 
president could or could not be married to. 
A person would not be qualified for election 
to parliament if he or she “is under any ac- 
knowledgement of allegiance or adherence 
to a foreign power, or is a subject or a citizen 
entitled to the rights and privileges of a sub- 
ject or a citizen of a foreign power.” Ms. Suu 
Kyi’s marriage to Michael Aris, a British 
citizen, gave her the right to reside in Brit- 
ain, but certainly no other special rights or 
privileges. If the law were meant to prohibit 
the president from having a foreign spouse, 
the old dictator Ne Win would have had to 
resign when he, in 1976, married June Rose 
Bellamy, also a British citizen. 

Another myth repeated by Mr. Wintle is 
that Ms. Suu Kyi’s son, Alexander Aris, who 
accepted the 1991 Nobel Peace Prize on be- 
half of his mother “halted” in his speech in 
Oslo City Hall because “still a teenager, he 
had neither the opportunity nor the incli- 
nation to develop himself as a public speak- 
er,” and that he read “a text his father had 
helped him prepare.” This reviewer was 
present at the ceremony in Oslo in 1991, 
and was as stunned as everyone was how 
eloquent the young Mr. Aris—then only 18— 
was, and, according to his father, the speech 
was not written by him. There were stand- 
ing ovations after the speech, and some of 
the Norwegian hosts told me that it was one 
of the best speeches they had ever heard at 
a Nobel Peace Prize ceremony. 
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Despite such shortcomings, this book is 
definitely worth reading. It has a very com- 
prehensive index, but it badly needs foot- 
notes, because it is obvious that much of 
the account of the events of the turmoil of 
1988-89 comes from other, written sources, 
as does the historical background materi- 
al. Besides, the very long history chapters 
actually do not offer any new perspectives 
or insights; they simply repeat what has 
been written elsewhere. 

Rather than scrutinizing Ms. Suu Kyi’s 
academic credentials, it would have been 
a better idea to more thoroughly analyze 
her transformation from an effective mass 
mobilizer to somewhat of a Buddhist mys- 
tic. Mr. Wintle does touch on that subject, 
but only superficially and almost in pass- 
ing. He quotes a Burmese activist in exile, 
who listened to her speeches in Burma in 
1988 and 1989, as saying that she “spoke el- 
egantly but simply, so that everyone could 
understand exactly what she meant.” He 
also quotes an old friend of hers from Ox- 
ford days as saying that she was never es- 
pecially religious, “rather, Buddhism was 
there as part of her cultural baggage.” 

Under her first spell of house arrest, 
however, she took to meditating and began 
reading books on Buddhism. She emerged 
from house arrest in 1995, and again in 
2002, with a highly spiritual approach 
to politics and social development, a ma- 
jor departure from her earlier writings 
and speeches, which had been far more 
down-to-earth and worldly. That is a ma- 
jor reason why, for instance, many foreign 
businessmen, politicians and statesmen 
find it difficult to relate to her. She may be 
a saint, but she is not a shrewd politician. 
That also seems to be the main message 
of this book, which is bound to create a 
fierce debate not only about Ms. Suu Kyi’s 
personality and role in Burmese politics, 
but also how the outside world should ap- 
proach the seemingly never-ending Bur- 
mese imbroglio. 
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From his arrival in Nagatacho, Toshikatsu Matsuoka 


used his positions to interfere with agricultural policy. 
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Reviewed by TOBIAS HARRIS 


N MAY 28, 2007, Toshikatsu Mat- 
suoka, minister of agriculture, 
forestry, and fisheries in Prime 
Minister Shinzo Abe’s cabinet, was found 
dead in his apartment, reportedly the re- 
sult of suicide by hanging. Matsuoka’s 
death is a grim end to a scandal that has 
dogged the Abe cabinet throughout the 
current session of the Japanese Diet—and 
an equally grim end to a career marked by 
corruption and the improper use of the 
powers of his office. 

As the Diet considered controversial 
legislation on education and a national 
referendum system for constitution revi- 
sion, critics accused Matsuoka of misusing 
political funds by claiming some 30 mil- 
lion yen (just under $250,000) in lighting, 
heating, and water expenses for arent- and 
utilities-free office at the Diet Members’ 
Office Building. More recently, in late May, 
Matsuoka was accused of having received 
13 million yen in donations from construc- 
tion companies that had received contracts 
from MAFF’s Japan Green Resources Agen- 
cy. Matsuoka adamantly rejected charges 
of impropriety, providing elaborately con- 
trived explanations for the exorbitant ex- 
penses charged to a fully subsidized office; 
he had yet to face questioning for the lat- 
ter charges. 
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Fortuitously, Matsuoka is the subject 
of Aurelia George Mulgan’s Power and 
Pork, in which she shows that Matsuoka 
was the archetypal Japanese pork-barrel 
politician, using his power to direct pub- 
lic funds to his home district and interfere 
with policy making in the MAFF as a mem- 
ber of the Liberal Democratic Party’s norin 
zoku, or agricultural policy “tribe.” 

His elevation to the cabinet by Mr. Abe 
was an all-too-painful reminder of how 
little Japan has changed, despite the end in 
the early 1990s of the “1955 system”—the 
arrangement by which the LDP governed 
Japan in collusion with bureaucrats and 
interest groups during the Cold War—and 
former Prime Minister Junichiro Koizu- 
mi’s attempts at revolutionary political 
and economic reform. 

But Ms. Mulgan is less concerned with 
grand theory than with illustrating the 
behavior of an LDP backbencher in the tu- 
multuous years following the bursting of 
the economic bubble. She describes in lav- 
ish detail how Matsuoka, elected in 1990, 
struggled to rise to the top of the politi- 
cal system, despite not having the advan- 
tage of an inherited seat or a degree from 
Tokyo University’s Law Faculty. From the 
moment he arrived in Nagatacho, the epi- 
center of Japanese political life, he aggres- 
sively sought senior positions in the LDP 
and the government, using these positions 
to channel public funds to his (largely ru- 
ral) constituency and interfere with policy 
making, especially agricultural and forest- 
ry policy. 

Forging contacts with MAFF bureau- 
crats and joining the LDP Policy Affairs Re- 
search Council committees on agriculture 
and construction, he was able to present 
himself to his constituents as a defender 
of their interests and to lay a foundation 
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for membership in the norin zoku. While 
dabbling in other policy areas, his primary 
focus had been agriculture, and the longer 
he served, the greater the power he gath- 
ered, rising to senior party and junior cabi- 
net posts extraordinarily quickly. 

These positions enabled him to “in- 
tervene” in the policy-making process by 
pressuring MAFF bureaucrats and lobbying 
within the Lpp and the Diet, and to “inter- 
fere” with policy by acting as “a broker or 
mediator” for individuals, localities, and 
corporations, The latter were the means 
by which Matsuoka channeled (or denied) 
funds to support agriculture and public 
works in specific districts. Rising to senior 
offices also improved Matsuoka’s ability to 
draw funds for his political support groups 
from corporations, leading him to contin- 
ue to use his clout to benefit supporters, 
constituting what Ms. Mulgan calls “bor- 
derline bribery” that was “institutional- 
ized in his political organization.” 

In his path to power, however, Matsuo- 
ka rarely let principle interfere with po- 
litical survival. Power was an end in itself. 
While he was undoubtedly a reactionary 
conservative—and a fierce protectionist 
on agriculture policy—he was reluctant 
to take risks for his beliefs. For example, 
although he was a major opponent of Mr. 
Koizumi—whose calls to “destroy the 
LDP” were aimed at politicians like Mat- 
suoka—in the early years of the Koizumi 
Cabinet, he lost his seat to a pro-Koizumi 
independent in 2003, staying in the Diet 
only by virtue of election via proportional 
representation. He subsequently became 
a major supporter of postal privatization, 
and in 2005 won back his old seat with Mr. 
Koizumi’s backing. Brought back into the 
fold, Matsuoka was well placed to join the 
Abe cabinet in September 2006. 

Matsuoka’s defiance of critics and re- 
formers seeking to cleanse the political 
system of pork-barrel politics showed that 
Japan is still subject to the pathologies of 
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the 1955 system. The reason for this, as 
suggested by Ms. Mulgan, is the incred- 
ible power wielded by individual Lpp back- 
benchers through the Lpp’s policy organs. 
To this day, individual politicians are rela- 
tively strong and political parties are rel- 
atively weak. Japanese politicians—while 
dependent on their parties for positions of 
authority that enable them to deliver tan- 
gible benefits to their constituents—are 
independent as far as building local sup- 
port, fund raising, and policy positions are 
concerned. As Matsuoka’s activities on be- 
half of Japanese agriculture show, he was 
able to use his power not only within Ja- 
pan, delivering public funds to private in- 
terests, but also outside Japan, intervening 
in trade negotiations by trying to convince 
wTO officials and trade representatives of 
other wTro members that Japanese agri- 
culture is unique and deserving of special 
protection. 

As a result of activities like Matsuo- 
ka’s the Japanese Diet has been rendered 
largely incapable of deliberating on the 
problems that have beset Japan during its 
“lost decade” following the bubble burst, 
problems that will continue to multiply as 
Japan’s population ages and shrinks, and 
as the Asia-Pacific region is transformed 
by the emergence of China. Although the 
LDP’s brief spell in the political wilder- 
ness was supposed to have meant the end 
of the redistributive excesses of the 1955 
system, the reality, following the Lpp’s re- 
turn to power in 1994, albeit in coalitions 
emerged as a third force in policy making 
after 1993, the strengthening of the prime 
minister’s position should not be exagger- 
ated; the same perversions of policy result- 
ing from competition among autonomous 
backbenchers in the LDP have persisted. 

As long as politicians have little need 
to turn to the party, political reform—in 
the shape of a political system character- 
ized by clashes in the Diet between two 
major, cohesive, programmatic parties on 
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questions of Japan’s public interests—will 
be impossible. It is for this reason that Mr. 
Koizumi’s revolution failed, because for all 
his efforts to enforce party discipline, most 
notably on postal privatization, Mr. Koizu- 
mi was unable to overcome the root of the 
problem: the strength of individual politi- 
cians. This strength leads them to distort 
policy on behalf of their constituents and 
financial backers, and to value faction and 
policy tribe above party. If Mr. Koizumi 
was unable to reform the Lpp—even with 
a strong tailwind—it is unlikely that any 
LDP president will be able to succeed on 
this front, Mr. Abe included. 

Mr. Abe has, in fact, made clear his lack 
of commitment to Mr. Koizumi’s reform 
ideas, particularly by readmitting LDP 
members ousted for their opposition to 
postal privatization. The broad thrust of 
Mr. Abe’s agenda has sent a clear signal 
that, unlike his predecessor, he does not be- 
lieve that the LDP needs to be “destroyed” 
as a means of creating a more dynamic po- 
litical system. His emphasis on abandon- 
ing Japan’s “postwar regime”—namely the 
postwar constitution and the 1947 Funda- 
mental Law on Education—show that he 
is more interested in symbolic victories 
to please the Lpp’s conservatives than in 
tackling the genuine structural deficien- 
cies of the postwar regime. 

Arguably Japan’s contemporary prob- 
lems have little or nothing to do with the 
constitution, and everything to do with a 
broken policy-making system that has en- 
abled Lpp members like Matsuoka to dis- 
tort public policy to private ends. Without 
concerted effort on the part of the govern- 
ment, Matsuoka’s passing will not mark 
the end of the system that he exploited 
with great success. 

That said, political change may be in- 
evitable in the long run. The rising gen- 
eration of politicians, who have entered 
politics since the breakdown of the 1955 
system, are more international and ori- 
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ented to policy making based on Japan’s 
national interests. Moreover, demographic 
change, with cities growing at the expense 
of depopulating and aging rural areas, 
means that the Lpp’s base in rural Japan 
is shrinking. 

But Japan cannot afford to wait for 
change to happen naturally. Today’s 
problems are too urgent. If Japan waits, 
it will find itself buried under the liabil- 
ities associated with an aging, shrinking 
population; an education system unable 
to prepare Japanese children for life in 
a more globalized economy; and a bud- 
get bloated with side payments to inter- 
est groups to buy their acceptance of the 
piecemeal reforms. The result: a Japan 
whose influence in the region will be vir- 
tually nonexistent, dwarfed by that of Chi- 
na, India and perhaps a reunified Korea. 
As Mr. Koizumi might have said, quoting 
Elvis Presley, “It’s now or never.” 


THE INDIANS: PORTRAIT OF A PEOPLE 
by Sudhir Kakar and Katharina Kakar 
Penguin Books India, 232 pages, Rs. 395 
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Reviewed by DINESH SHARMA 


NDIA’S PATHWAY THROUGH eco- 
nomic liberalization has been 
startling. Beginning in the 1990s, 
its growth rate has leapfrogged most de- 
veloped economies. Following on the heels 
of the “tiger” economies, India has broken 
its dependence on four decades of socialist 
policies. India’s pathway may be that of a 
lumbering elephant strapped down by lots 
of excess baggage, whom many wise ob- 
servers are trying to grab hold of but none 
can fully grasp. One thing is clear: The 
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Indian elephant has been awakened from 
its slumber with the information and com- 
munication revolution, which is expand- 
ing the middle class and even reaching the 
rural masses. Mahatma Gandhi minted a 
pinch of salt as an act of freedom in the 
well known Salt March, mobilizing the 
country against a British salt tax. Today, as 
every other Indian is carrying a cell phone 
and many Indian-owned companies are 
going public on the New York Stock Ex- 
change, we are witnessing a transnation- 
al movement of Indian people engaged in 
the process of globalization to better their 
lives and the world. 

In the minds of many observers, India’s 
rise has come to personify something larg- 
er than itself, a David and Goliath story 
stretching well beyond its national bor- 
ders, encompassing the hopes and aspira- 
tions of other similar nations. Amidst the 
great pronouncements and the economic 
or policy discussions, there is a danger 
that we may loose sight of the very people 
whose lives we are trying to affect. Instead 
of lifting all:the boats, the looming eco- 
nomic tide may simply deluge them and 
toss them ashore. 

Within this context, The Indians: Por- 
trait of a People is somewhat sobering yet 
puzzling. Against the litany of books ex- 
tolling India’s rise, authors Sudhir Kakar 
and Katharina Kakar use their 30 years of 
research to paint a synchronic portrait of 
Indian people, while barely mentioning 
the forces of liberalization and globaliza- 
tion gripping India today. This book con- 
sists of a big picture meta-narrative that 
may be received with reflexive hostility 
by postmodernists. Using evidence from 
a wide array of disciplines, Mr. and Ms. 
Kakar display an encyclopedic and deep 
understanding of the Indian social real- 
ity; their “way of looking at things” is sur- 
passed by none. The book covers almost 
everything under the sun: the Hindu world 
view; caste and hierarchy; family dynam- 
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ics and authority relations; love, marriage 
and womanhood; ancient and contempo- 
rary sexuality; health, healing and mortal- 
ity; and ethnic and religious conflict. 

The view presented here is clearly 
Hindu, subsuming all other cultural and 
regional voices within the bulwark of San- 
skritization, the ancient process of cultural 
assimilation that incorporates the upward 
mobility of the lower castes into the up- 
per castes, as described by the sociologist 
M. N. Srinivas. Borrowing from Wittgen- 
stein’s theory of family resemblances, the 
Kakars suggest that ethnic, regional and 
rural variations hide a deeper affinity 
among groups within the Hindu “cultural 
gene pool”; for children of the same pro- 
genitor do not look the same, they share 
a family resemblance. This has also been 
the mantra of the political right, the Rash- 
triya Swayamsevak Sangh and the Sangha 
Parivar, promoting Hindu nationalism and 
integral humanism. The idea of family re- 
semblances resonates with the notion of 
the Hindu joint family, the paradigmatic 
Hindu institution that has been in disre- 
pair of late; the ideology of the joint fam- 
ily living:and the practice may be fading, 
but the longing for it still lingers in every 
Indian’s mind. 

Along with the family, caste structure 
forms a large shadow on Indian culture. 
Despite the successive waves of coloniza- 
tion (e.g., Mughals, British) and the on- 
slaught of modernity, the legacy of “the 
hierarchical man” has not been dislodged 
in Indian culture. As described by the 
French sociologist Dumont and a cadre 
of Indian sociologists that followed, the 
Kakars believe that the ideology of caste 
hierarchy, significantly modified by the 
legal restrictions in the public domain, 
is still the stuff of contemporary life. The 
restricted rate of intercaste and interre- 
ligious marriages though allowed by law 
would tend to support this view. The au- 
thors present recently gathered evidence 
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Indian individualism is softer, less centered on the ego 


and more concentric around group obligations. 





that shows Indian cEo’s to be the highest 
in power distance and humane orientation 
compared to other societies, describing 
the traditional authority figure as hierar- 
chical yet benevolent. 

While individualism may be on the 
rise, it is neither the “rugged individual- 
ism” of the American West nor the égalite 
ou la mort of the French. Indian individu- 
alism is softer, relational and familial, less 
centered on the ego and more concentric 
around the group obligations. Within the 
web of family connections, we also get a 
glimpse of the modern Indian maa, clad 
in a white sari, hard at meeting her ma- 
ternal responsibilities while making for- 
ays into the professional arena. While in 
middle class homes girls are equal to boys 
in many respects, in rural areas the prac- 
tice of son-preference is very much in tact, 
gender discrimination is the norm, and 
caste still trumps womanhood. 

Midway through the book, the Kakars 
take the reader on a tour of the classical In- 
dic civilization, trying to disentangle the 
Gordian knots of repressed Indian sexual- 
ity. Like the travelers in E.M. Forster’s Pas- 
sage to India, they are puzzled at the highly 
charged cave and temple imagery decorat- 
ed with elaborate sexual positions, jux- 
taposed with a puritanical Indian stance 
towards everyday sexuality. The authors 
locate the cultural sublimation en masse in 
Hindu mystical asceticism, elaborated in 
the detailed yogic manuals and practiced by 
millions across the subcontinent. Central to 
the notion of the Hindu body is the conser- 
vation and transfer of semen from the low- 
er realms of sexuality to the higher aims 
of spiritual development. Gandhi practiced 
this principle throughout his life as a kar- 
ma-yogi. As a reified folk theory passed on 
from one generation to the next, this has 
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ramifications throughout the Hindu life- 
cycle, according to which boys and girls 
are socialized to refrain from sex except 
for the purposes of procreation. However, 
the recent trends may suggest that teenag- 
ers are waking up from their sexual slum- 
ber at a much earlier age, where premarital 
sex is more frequently reported than might 
be expected, sending a panic wave among 
the educators, women’s groups and the gov- 
ernment alike. 

The last few chapters take on a some- 
what inner-worldly turn, trying to explain 
the emergence of the “flexible Hindu” 
against the onslaught of the nationalists 
and the traditionalists. The center of grav- 
ity of the Indian mind is still transfixed 
on the Hindu trinity: moksha, dharma and 
karma (salvation, duty and action). Has the 
quickening of modernity changed the in- 
ner world? According to the Kakars, the 
configuration of the psychological change 
is at best minimal. Westernization is for 
the most part nothing but window-dress- 
ing. The flexible Hindu flirts with most of 
the Western comforts and lifestyles, while 
maintaining significant contributions to the 
local temples and satsang; his materialism 
is spiritually motivated. The flexible Hindu 
wants to buy the latest Japanese or German 
luxury car, but not without consulting the 
astrologers, conducting auspicious car-puja 
and bestowing a miniaturized Ganesha on 
the dash board. As an It expert described to 
me, the average Indian wants “packet tech- 
nology” they can hold in their hand with- 
out too much disruption in their daily lives, 
exemplified by the handheld digital devices 
and cell phones. 

What about the “new caste” of nonres- 
ident or global Indians (sometimes called 
the “nonreliable” Indians), whom the In- 
dian government has termed parvasi bhar- 


tiyas and whose contributions are gradually 
expanding the notion of Indian-ness from 
without? These casts of characters are not 
part of this book. Historically, the parvasi 
bhartiyas have included the early found- 
ers of the country, especially Gandhi and 
Nehru, whose views on India were acute- 
ly informed by their sojourns away from 
matrbhoomi, like the lone travelers in V.S. 
Naipaul’s fictions. The aura of postliberal- 
ization India seems to present a different 
dazzle to Indian culture. Similarly, the new 
caste of global Indians seems to inhabit a 
different taste and sensibility, not unlike 
the urbane moviegoers who attend Meera 
Nair’s films on the opening night. 

The question then remains: Will the 
Indian population be able to sustain the 
pattern of strong growth it has generated 
throughout the 1990s and uplift one-sixth 
of world’s humanity? How will this shape 
Indian identity and culture? While The In- 
dians does not directly delve into the recent 
wave of technological and economic inno- 
vations, it goes a long way towards explor- 
ing the different points of tension within 
the Indian family, culture and society, and 
anticipates some of the social changes seep- 
ing through the crevices of the Indian so- 
cial structure. This book is important for 
those who are just waking up to the India’s 
economic juggernaut. 


CHINA: FRAGILE SUPERPOWER: 
HOW CHINA’S INTERNAL POLITICS 
COULD DERAIL ITS PEACEFUL RISE 

by Susan Shirk 
Oxford University Press, 336 pages, $27 
GB 
Reviewed by HUGO RESTALL 


USAN SHIRK WAS U.S. deputy as- 
sistant secretary of state with re- 
sponsibility for East Asia during 
one of the most fraught episodes in Sino- 
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American relations, the U.S. bombing of 
the Chinese Embassy in Belgrade in May 
2000. Trying to convince Chinese coun- 
terparts that the bombing was acciden- 
tal, she found they were determined to 
disbelieve her explanations. In the ensu- 
ing protests across China, angry students 
damaged the American Embassy in Beijing 
and destroyed the consul general’s resi- 
dence in Chengdu. 

Yet in Ms. Shirk’s analysis of China’s 
foreign policy neither this incident, nor 
the 2001 collision of an American elec- 
tronic surveillance plane with a Chinese 
fighter, rings the loudest alarms. Rather 
it is the April 2005 protests against Japan 
that, for her, illustrate the most danger- 
ous pressures that lie beneath the surface 
of China’s “peaceful rise.” The suffering 
of the Chinese people under Japanese oc- 
cupation remains an unhealed wound, 
making the relationship with Japan an 
explosive issue. 

The origins of the 2005 protests are 
murky, and some observers believe the 
government deliberately encouraged 
them. Ms. Shirk can’t disprove this defini- 
tively, but she leads the reader to the oppo- 
site conclusion: Chinese leaders are riding 
the tiger of nationalist sentiment, not lead- 
ing it by the nose. That is, while sometimes 
they seek to harness it for their own pur- 
poses, more often they are hanging on for 
dear life. Protests need to be stopped be- 
cause they can too easily turn into a threat 
to the regime, but shutting them down too 
quickly can also be counterproductive. In 
her view, the mechanics of this balancing 
act sometimes are misread by observers as 
orchestration. 

The “fragile superpower” of the title is 
not on the brink of collapse, but its new- 
found strength coupled with unresolved 


ox Mr. Restall is the editor of the REVIEW. An 
excerpt of this book is online at www.feer.com/ 
fragilesuperpower. 
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Beijing ts a prisoner of its past positions on Japan 


and Taiwan, but it no longer controls the flow of news. 





domestic tensions could prove self-de- 
feating. Many of China’s policies and pro- 
paganda messages are predicated on a 
position of weakness. Deng Xiaoping’s fa- 
mous dictum taoguang yanghui—“hide our 
capacities and bide our time”—still large- 
ly guides his successors. The media and 
school textbooks seethe with resentment 
at the Western powers 
and Japan. What hap- 
pens when China no lon- 
ger has to bide its time? 

Understandably, this 
question inspires fear in 
many capitals. The risk 
is that the stronger China 
gets, the more its neigh- 
bors will band together 
against it. Beijing is re- 
sponding with a push to 
better manage outside 
perceptions, and Ms. 
Shirk praises the new 
breed of diplomats in the 
Ministry of Foreign Af- 
fairs’ Asia Department. Even in the People’s 
Liberation Army, some younger officers get 
it. She quotes a colonel: 


How China's 
Internal Politics 
Could Derail its 


Peaceful Rise 


` 


SUSAN L. SHIRK 


We are learning that we have to do a better 

job of explaining China to foreigners. We 
can’t just show the good things, we have to 
show the not-so-good as well, to let people 
decide for themselves. It’s like when you 
serve a meal to people. You can’t tell them 
before they eat it how delicious it is. 


As Ms. Shirk traces, China’s strategy of 
making nice with the neighbors has already 
paid dividends in Southeast Asia. Beijing 
embraced the role of multilateral organi- 
zations and settled most of its border dis- 
putes. As a result, it is now viewed favorably 
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in the region, perhaps even more favorably 
than the U.S., a huge change from just a de- 
cade ago. 

However, Taiwan and Japan remain 
wild cards. In the past, Beijing played up 
moves toward Taiwanese independence 
or resurgent Japanese nationalism when 
it suited the leadership’s purposes. Now 
it is a prisoner of its past 
positions, but now longer 
controls the flow of news. 
A more commercial me- 
dia pounces on any scrap 
of information on these 
topics, the more inflam- 
matory the better, and in- 
stantly a clamor arises in 
the Internet chatrooms 
for the authorities to re- 
spond forcefully. Taiwan’s 
President Chen Shui-bian 
has learned to play this to 
his own advantage, pro- 
voking Beijing and then 
using the response to 
drive voters into the arms of his pro-inde- 
pendence party. 

Ms. Shirk poses an interesting ques- 
tion: “Is virtual activism a substitute or a 
prelude to the real thing?” Seventy pages 
later, she answers, “The nationwide dem- 
onstrations of spring 2005 proved, how- 
ever, that virtual activism mobilizes actual 
activism instead of dampening it.” 

The selective nature of censorship is 
partly to blame. There is a perception that 
viewpoints that are not forbidden are en- 
dorsed by the authorities. Staking out a 
stronger position than the government is 
one of the few ways of voicing more gener- 
al discontent. The 2005 incidents showed 
that control over information, while rea- 
sonably strong in normal times, breaks 
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down in a crisis. Hence protests against 
Japan can quickly burst out of control. 

In every country domestic politics is 
the key to understanding foreign policy, 
but in China the dynamic is especially im- 
portant. Ms. Shirk makes a couple of refer- 
ences to the movie Wag the Dog, which is a 
tad ironic coming from a Clinton appoin- 
tee. But the analogy is apt. The regime as a 
whole can’t afford to look weak on Taiwan 
or Japan—if Taiwan declared de jure inde- 
pendence and the mainland didn’t strike, 
the top leaders would be replaced by am- 
bitious underlings or by revolution within 
months. A corollary is that in a crisis each 
individual leader has an incentive to pos- 
ture as tougher than the rest. As a result, 
moderate solutions can be found only if all 
the leaders are convinced to sign on. 

The greatest danger comes from a lead- 
ership split that spills out into the public 
sphere. In 1989, Communist Party Gen- 
eral Secretary Zhao Ziyang sided with 
the student protesters against most of his 
colleagues. This encouraged the students 
to remain in Tiananmen Square and con- 
tributed to Deng Xiaoping’s decision to use 
deadly force. 

Ms. Shirk discerns signs of a nascent 
split in 2005 over the anti-Japan protests. 
Later that year, Vice Premier Wu Yi, sent 
on a fence-mending visit to Japan, took 
umbrage at Prime Minister Junichiro 
Koizumi’s comments about the Yasukuni 
Shrine and against orders headed home. 
Naturally she got plenty of credit among 
ordinary Chinese. 

Ms. Shirk portrays the post-Deng lead- 
ership as generally weak and paranoid, 
and former Party General Secretary Ji- 
ang Zemin as impatient and arrogant. On 
a 1998 state visit to Tokyo he demanded 
an apology for war atrocities at the last 
minute; the Japanese refused, realizing 
that Mr. Jiang would not agree to settle 
historical issues in return, and relations 
were poisoned for several years. Then he 
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overreached for a dramatic breakthrough 
with Taiwan and was rebuffed, a setback 
that put Beijing’s hardliners in the driv- 
ing seat on Taiwan policy. Perhaps as a re- 
sult of a personal animus against Japan, 
Mr. Jiang approved a patriotic education 
program that dialed up public resentment 
over the war history. 

Under Mr. Jiang, China also performed 
badly at crisis management. For instance, 
after the 2001 plane collision the Propagan- 
da Department quickly locked the govern- 
ment into the mistaken positions that the 
U.S. plane was responsible and that it had 
been in Chinese airspace. These errors in- 
flamed public opinion and made reaching 
an amicable solution much more difficult. 

So will Mr. Hu do any better? The lead- 
ership consensus in favor of economic re- 
forms looks shakier than it has been for 15 
years. Public discontent over the distribu- 
tion of wealth is rising. The temptation to 
fall back on nationalism to shore up the re- 
gime’s legitimacy will be strong. Yet so far 
Mr. Hu seems to be managing these pres- 
sures. The rapprochement with Japan af- 
ter Shinzo Abe became prime minister is 
certainly encouraging. 

Ms. Shirk offers a range of worthy rec- 
ommendations for China to reduce the risks 
of conflict. More controversial are her rec- 
ommendations for the U.S., which include 
pushing the goals of democratization and 
promotion of human rights to a distant sec- 
ond behind changing China’s international 
behavior. She praises the Bush administra- 
tion’s efforts to rein in Chen Shui-bian, but 
criticizes its efforts to push Japan to rearm 
and embrace collective defense. 

The latter raises the question of causa- 
tion. Yes, it may appear to some Chinese 
that the U.S. is no longer the “cork in the 
bottle,” preventing a resurgence of Japa- 
nese militarism. But remember that Wash- 
ington has long wanted Japan to assume 
more of the burden of its own defense, 
while Tokyo has been happy to get a free 
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ride. Now China’s own anti-Japanese rhet- 
oric has inspired the Japanese to think se- 
riously about defense. If Beijing is unhappy 
with this, it has only itself to blame. 

Despite the inevitable bumps in the 
road, the prospects for U.S.-China rela- 
tions remain quite good in Ms. Shirk’s 
view. The U.S. needs to consider how it 
can help prevent conflict between China 
and Japan, and here the outlook is darker. 
As a PLA colonel told Ms. Shirk: 


The Foreign Ministry and the Party lead- 
ers want to change public opinion about 
Japan, and leave history behind, but it is 
too late. We should haye tried to change 
public opinion ten years ago when the 
Party could still control information. We 
can’t do it now. 


A CORPSE IN THE KORYO: A MYSTERY 
by James Church 
St. Martin’s Minotaur, 288 pages, $23.95 
ena “ae 
Reviewed by C. KENNETH QUINONES 


HE OLD ADAGE, “Never judge a 
book by its cover,” certainly ap- 

plies to A Corpse in the Koryo. 
The dust jacket promises an “outstand- 
ing” and “exciting” “crime novel” by a 
“veteran intelligence officer” that pro- 
vides penetrating insight into the “isolat- 
ed, impoverished, corrupt” North Korean 
regime. So much for hype! 


{œo Mr. Quinones, a retired U.S. State Department 
diplomat who served as the North Korea affairs 
officer in 1992-94, is currently a professor of Ko- 
rean Studies at Akita International University 
in Japan. 
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Moderate solutions to a crisis involving Japan can be 
found only if all China’s leaders are convinced to sign on. 






Actually, the novel proves to be what its 
title suggests, a “crime novel.” Most of the 
other superlatives are exaggerations. Even 
the claim that the author is a “veteran in- 
telligence officer” is misleading. A long- 
time friend, he was actually an excellent 
political analyst based in Washington, D.C. 
who spent very little time in North Korea. 

Set in contemporary North Korea, the 
elaborate plot unfolds through the eyes of 
Inspector O of the North Korean national 
police. The story line traces his wander- 
ings from a hilltop south of Pyongyang, 
through Pyongyang, to the China-North 
Korea border. From his hilltop perch he 
witnesses the crash of a luxury car speed- 
ing north on the Tongil (Unification) su- 
perhighway toward Pyongyang. Back in 
his office, he is told to get out of town and 
head north to the China border. Along the 
way he encounters numerous subplots. 

Inspector O seeks three things during 
his journey: the truth behind the car crash, 
tea, and batteries that work. He never gets 
a sip of tea. This is not surprising. Tea is 
rare in North Korea and rarely drunk be- 
cause it is not cultivated. Batteries are im- 
ported, previously from Japan but now 
from China. His misfortune with them is 
curious. I never had a problem with the 
many batteries I purchased in Pyong- 
yang—regardless of their nationality. 

Ultimately the main plot—the: car 
crash—is resolved, but we are left dangling 
regarding the corpse in the Koryo. After 
much elaborate dialogue and guessing, 
we learn the corpse’s identify, who com- 
mitted the murder, and their motive. Un- 
explained, however, is how such a crime 
could occur in a society where “Big Broth- 
er” is supposedly watching everybody ev- 
erywhere all the time. 

Against this backdrop, we learn little 
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about North Korea. There are occasion- 
al glimpses of the lobby and hotel rooms 
at the Koryo Hotel, the streets of Pyong- 
yang and the Myohyang Mountain Nation- 
al Park, a favorite and frequent destination 
for most visitors to North Korea. For those 
seeking insight in this “mysterious soci- 
ety,” the offerings are limited. 

The book is long on dialogue and short 
on action, other than a couple of explod- 
ing cars and gun shots. Inspector O’s chats 
with his colleagues and the few people he 
encounters during his wanderings make 
up most of the book. The dialogue is well 
crafted, but reads more like chats between 
Americans than North Koreans. The char- 
acters address each other by their occu- 
pational title, something rarely done in 
North Korea. North Koreans prefer to ad- 
dress each other as “comrade,” a title used 
only two or three times in the book. 

The author endeavors to capture the 
tension that permeates North Korea’s au- 
thoritarian society. Through Comrade O 
we learn that everyone is watching ev- 
eryone else. We also learn of the rivalry 
between the civilian police and their mili- 
tary counterparts. But the impact is under- 
cut with suggestions that escape from “Big 
Brother” is possible by seeking refuge be- 
hind kinsmen and friends. Unmentioned 
is the fact that more decisive than friend- 
ship and kinship in North Korean society 
is access to the leadership, the source of 
political power. 

Several anecdotes do not reflect reality 
in North Korea. Early in the book, Inspec- 
tor O attempts to ride his bicycle through 
a Pyongyang intersection. An attractive, 
well dressed and firm-minded traffic po- 
licewoman insists he must dismount and 
carry his bicycle through the underground 
walkway beneath the intersection. The 
portrait of the policewomen is quite ac- 
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curate. One of Pyongyang’s rare and more 
attractive features is its female traffic po- 
lice. But owning a bicycle in Pyongyang is 
still asymbol of political status. Only party 
cadre and bureaucrats can afford to own 
one. Humiliating the owner of a bicycle 
could have undesired consequences for a 
low-level officer. 

While staying at the Myohyang Tourist 
Hotel, a gray triangle of concrete about 100 
miles northeast of Pyongyang, Inspector 
O is surprised to find that the lock on his 
room’s balcony door has been broken. Ac- 
tually, the surprising thing is that Inspec- 
tor O even bothered to lock the door. In 
North Korea, it is futile to lock a door, par- 
ticularly at a hotel or guest house. Locked 
doors arouse official suspicion and in- 
vite undesired attention, something a po- 
lice inspector surely would know. I never 
locked any door during my many stays in 
North Korea. 

This is a good mystery that merits read- 
ing for the purpose of being entertained. 
But the reader should not expect to gain 
from it much insight into North Korean 
society. 


THE THIRD ANNUAL 
REVIEW SUMMER READING LIST: 
THE BEST ASIAN FOOD BOOKS 


S YOU SAVOR the exotic cuisine 
of your summer holiday destina- 
tion, do you ever wish you knew 
how it was made? The July issue of the RE- 
VIEW will feature the best books on Asian 
food to take along on your next epicurean 
adventure. So if there’s a book that sends 
your salivary glands into overdrive, cook 
up an email and send it to letters@feer.com, 
and we may feature your comments. W 
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FROM PROPAGANDA TO PROFIT 
by Rebecca Catching 
and Anurag Viswanath 


HIS SPRING AT Moganshan Lu, 
Shanghai’s main art district, 
Beijing Art Now Shanghai chris- 
tened their gallery opening with a rath- 
er unconventional exhibition, “Shanghai 
Now.” Viewers entered the cavernous 
warehouse and stared blankly at canvas- 
es sheathed in money. Gallery founders 
Huang Liaoyuan and Zhang Haoming had 
wrapped each painting in shiny wrapping 
paper printed with faces of various differ- 
ent currencies. In doing so, they sought to 
remind viewers to look beyond the com- 
mercial value of art and contemplate its 
intrinsic value. 

It’s a relevant point in the context of 
the Chinese art market, which some claim 
has begun to spin out of control. Last year, 
Sotheby’s and Christie’s sold $190 million 
worth of Asian contemporary art—most of 
it Chinese. Prices reached unprecedented 
heights, with 43-year-old artist Liu Xia- 
odong dropping canvases for a whopping 
$2.7 million, and Xu Beihong’s The Slave 
and Lion smashing the record for a Chi- 
nese oil painting at $6.9 million. 

Twenty years ago Chinese artists would 
have had trouble obtaining a passport, but 
now they are globetrotters. They have stu- 
dios at home and abroad, showcase their 
art around the world, and are getting very 
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oe Ms. Catching is the arts and entertainment 
editor of that’s Shanghai, and the Shanghai cor- 
respondent for Art Asia Pacific. Ms. Viswanath is 
a free-lance journalist based in Bangalore. 


rich in the process. Why this boom? Ac- 
cording to Simon Groom, head of exhibi- 
tions at the Tate Liverpool, the Chinese art 
explosion “reflects the interest in China, 
driven by the growth of its economy, the 
emergence of Chinese collectors and an 
eagerness in the West for new speculative 
markets.” 

Tate Liverpool’s current exhibition 
“The Real Thing: Contemporary Art from 
China” features 26 works by 18 leading Chi- 
nese artists, including Ai Weiwei, Gu Dex- 
in, Zhou Tiehai and the Yangjiang group. 
The exhibit has been billed as the “show 
of the year” and is evidence of the grow- 
ing influence of Chinese artists abroad. 
Indeed, many of China’s most exciting art- 
ists are now based abroad—for example Xu 
Bing and Cai Guogiang—which puts them 
in close proximity to their collectors, 90% 
of whom are foreign. 

Yet mainland Chinese collectors are 
starting to get into the Chinese art game, 
too. Catering to their needs are hundreds 
of mainland galleries and auction houses 
which are springing up, as well as foreign 
institutions that are in the process of open- 
ing branches in China, such as the Centre 
Pompidou and the Guggenheim. 

Auction houses, both foreign and local, 
have begun to deal directly with the top- 
tier Chinese artists, snatching up works 
while the paint is still wet, rather than go- 
ing through collectors and galleries. Some 
artists have responded to the demand by 
using teams of assistants to churn out 
paintings. For example, Shanghai-based 
artist Zhang Huan employs close to 100 
workers in a massive studio that would 
make Andy Warhol’s factory look like a 
cottage industry. 


A Long March 


UNDER MAO, ART was meant to “serve the 
people,” i.e., workers, peasants and sol- 
diers—social groups not known for their in- 
clination toward the arts. And the 
bureaucratic controls designed to oversee 
Mao’s utopian social-engineering projects 
quickly made art subser- 
vient to politics. 

Artists were dissem- 
inators of propaganda, 
celebrating revolution- 
ary zeal and socialist eu- 
phoria through patriotic 
paintings. Icons of this 
era include Dong Xi- 
wen’s oil The Founding 
of the Nation (1953), Jin 
Shangyi’s painting Mao 
Zedong at the December 
Conference (1961), and 
Wu Hufan’s Atom Bomb 
(1965), which marked 
China’s coming of age 
as a nuclear power. 

Woodblock prints 
and oils done in the So- 
viet socialist realism 
style featured square-jawed men lead- 
ing China’s industrialization, and robust 
women harvesting bumper crops of plump 
rockmelons, while folk paintings known as 
nianhua, or New Year’s paintings, depicted 
bouncing baby boys riding atop golden fish 
adorned with communist slogans. 

Under the oppressive Cultural Revolu- 
tion, a new genre, a variation on social- 
ist realism described as “red, bright and 
luminous” (hong, guang, liang), celebrat- 
ed the accomplishments of the Cultural 
Revolution with the use of theatrical il- 
lumination and garish colors. The fall of 
the Gang of Four in 1976 brought new be- 
ginnings, as both artists and art schools 
were rehabilitated. 

Deng Xiaoping’s “opening and reform” 
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Xu Beihong’s 1939 work Put Down Your Whip sold at a 
recent auction in Hong Kong for a record $9.2 million. 


in 1978 and the preoccupation of the state 
with economics allowed for expanded 
realm of individual freedom and space. 
The officially sponsored “New Spring” art 
exhibition in February 1979, followed by 
an exhibition by the Stars, paved the way 
for the rise of the Contemporaries, which 
included artists such as Wang Huaging, 
Sun Weiman and Zhang 
Hongtu. The establish- 
ment of Fine Arts in 
China (Zhongguo Mei- 
shu Bao) in 1985, a Be- 
jing-based weekly arts 
newspaper; the formal- 
ization of official chan- 
nels for sale of art by the 
New York-based Hefner 
Gallery in 1987-89; and 
the Chinese Nude Oils 
exhibition in 1989 were 
important milestones 
which led to the cul- 
mination of what some 
consider the Tiananmen 
of the art world: the 
highly controversial, 
socially critical “Chi- 
na/Avant Garde” exhi- 
bition at the Chinese National Art Gallery 
in February 1989. 

Following Tiananmen, the art scene 
limped back to normalcy after a brief hiatus. 
In the following decade, the first art galler- 
ies, such as Red Gate Gallery and Courtyard 
Gallery in Bejing, and Shanghart and East- 
link in Shanghai, began to pop up, with cli- 
ents including influential foreign collectors 
such as Uli Sigg and Pierre Huber. 

In the years that followed art was no 
longer used to further the aims of com- 
munism, rather communist imagery was 
used further the aims of individual artists 
who made a fortune off of genres such as 
political pop. Artists such as Wang Guan- 
gyi and Xue Song, produced technicolor 
images of Mao and graphic paintings of 
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workers. While cynical realists such as Liu 
Xiaodong, Yue Minjun and Zhang Xiao- 
gang employed both hysterical and forlorn 
human figures in everyday scenes, giving 
visual expression to the moral vacuum left 
behind by communism. 

Towards the late 90s, artists began re- 
ally test the limits of their freedom with 
exhibitions such as the “Fuck Off” bien- 
nale satellite exhibition curated by Ai Wei- 
wei at Eastlink in 2000, and Cang Xin’s 
performance piece To Add One Meter to 
an Unknown Mountain, where he piled 
the summit of a mountain with the bod- 
ies of his friends—an oblique reference to 
the terror induced by the Cultural Revolu- 
tion. Though artists experienced a palpable 
growth in artistic freedom through out the 
90s and onwards, plainclothes spies from 
the cultural bureaus made their presence 
felt, asking to speak to artists, removing 
works, shutting down exhibitions and oc- 
casionally holding artists in prison. 

In 2006, the Hei Shehui collective—lit- 
erally “hey, society” and also a pun on the 
Chinese word for mafia—organized the 
controversial “38 Solo Exhibitions” in a 
former army barracks in Shanghai. The 
exhibition featured Jin Feng’s provoca- 
tive performance piece An Appeal Without 
Words, which comprised a group of actual 
peasants covered head to toe in a layer of 
gold paint, brandishing empty placards— 
a reference to their compromised status 
in appealing land disputes. Such incendi- 
ary work caused the show’s closure and 
landed two of the artists in jail. New-art 
observer Geremie Barmé likens the situa- 
tion to Miklos Haraszti’s Velvet Prison. In 
such an environment, the majority of art- 
ists choose not to test the limits, and social 
critique often takes a back seat to profit. 

In some ways, profit poses a more perni- 
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In the world of modern Chinese art, profit may pose a more 
pernicious threat to creativity than government censorship. 
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cious threat to creativity than government 
censorship, as galleries pressure artists to 
create works to feed the market. “Now that 
[the art world] has become commercial- 
ized, these commercial forces inform art- 
ists if something has commercial value,” 
opines controversial conceptual artist Xu 
Zhen. Mr. Xu, who spends much of his time 
working at nonprofit experimental art cen- 
ter BizArt, pays little attention to the mar- 
ket. Rather he chooses to raise questions 
about transparency and China’s grow- 
ing military ambitions—filming videos of 
himself driving remote control tanks into 
China’s neighboring countries and staging 
mockumentaries of engineers lopping off 
the top of Mount Everest. 

While the success stories, such as Zhang 
Xiaogang and Yue Minjun, dominate the 
business pages of the Western press, many 
critics see them as examples of how Chi- 
nese art has failed to innovate. Outside of 
the works of a small group of exceptional 
conceptual artists, much of what lines gal- 
lery walls is uninspiring and derivative. Pia 
Camilla Copper, a Chinese contemporary 
art specialist at the Paris auction house Art- 
curial, says, “The painters, sculptors and 
conceptual artists from [China’s top acade- 
mies] are technically skilled, they only lack 
imagination. A sort of Turner Prize should 
be created for Chinese art to encourage 
young artists to break free from academic 
rules, the scourge of the Chinese art acad- 
emy, and innovate.” 

At the same time, experimental art is 
stifled by the lack of institutional resourc- 
es. Museums are underfunded, as are non- 
profit art centers such as Shanghai’s BizArt 
and Yunnan’s Lijiang Studio. Serious art 
criticism is also compromised by corrup- 
tion amongst journalists and critics who 
offer coverage and praise for a fee. = 
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Cargo Lads 


CATHAY PACIFIC CLAIMS that its in-house 
magazine Cargo Clan “provides entertain- 
ing diversions for those in the cargo indus- 
try.” And it certainly does, the diversions 
including a “Freight 
Mate” centerfold. 
This issue’s freight 
mate is the lovely 
model, actress and 
singer Rosemary 
Vandenbrouke. The 
“behind the scenes” 
article about the 
photo shoot boasted, 
“we’re pleased to re- 
port that we rose to the occasion.” OK, so in 
the spirit of the lad mag, we never doubted 
that Cathay Cargo has the thrust to make 
the birds fly. 





Illegal Alien 


CHINESE PEOPLE STOWING away in ship- 
ping containers in order to emigrate to the 
West is old hat. Now their pets are going 
too—a house cat survived a 35-day sea voy- 
age in a cargo crate from China to North 
Carolina, without food or water. Cats ap- 
parently face looser asylum rules—the re- 
cipient of the container will be allowed to 
adopt the cat, dubbed China. 


Buffett Buffs Unite! 


TT RECENTLY RECEIVED a “pess [sic] re- 
lease” heralding the arrival in Bangkok of 
Rian Maartens, the founder of the War- 
ren Buffett International Fan Club, as 
part of his whirlwind global tour to drum 
up adoration for the Sage of Omaha. Mr. 
Maartens views himself as “probably War- 
ren Buffett’s biggest fan in South Africa,” 
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and calls his idol “the best investor of 
all time.” At one event, the press release 
states, guests were “taken aback by [Mr.] 
Maartens’s admiration for Warren Buf- 
fett.” So are we. The club claims to have in- 
creased its membership by 100% in the last 
10 months, which is less impressive when 
one considers it is only 11 months old. 


Bubbles in the Beer 


FORMER CHINESE FINANCE Minister Xiang 
Huaicheng, now head of the national So- 
cial Security Fund, has evidently made 
plenty of money in China’s frothy stock 
market: “It would be meaningless if the 
beer has no bubbles. It needs to have a few 
bubbles and a little bit of speculation. Of 
course, it would be no good to have too 
many, but it would be no fun if there is 
none.” But will Chinese investors soon be 
crying in their beer? 


Thailand’s High Class Strippers 


BANGKOK’S LADIES WHO lunch are learn- 
ing the striptease as a form of relaxation, 
claiming that “erotic dancing helps reduce 
stress levels.” You don’t say. 

The instructor, who has a master’s de- 
gree from Harvard, picked up the hobby in 
New York and now teaches classes in the 
tony Amarin Plaza shopping mall. Mean- 
while, girls (and boys) from the country- 
side are doing the same not far away, in 
order to support their families. Hey, if 
Western socialites pay Versace and Dior to 
dress them like prostitutes, why shouldn’t 
Thai taitais dance like bar girls? 





Contributions to Travellers’ Tales can be emailed 
to tales@feer.com. Read more Travellers’ Tales 
online at www.feer.com/tales. 
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The Chairman Karnaphuli Fertilizer Company Limited (KAFCO} 


Government of the People's Republic of Bangladesh 
9} Motijhee! Commercial Area, Dhake-1000, Bangladesh. 








Attractive salary plus 
full expatriate benefiits 


ICAFCO 


Based in Dhaka, 
Bangladesh 





The Karnaphuli Fertilizer Company Limited (KAFCO) owns and operates a world-scale 


export-oriented ammonia / urea fertilizer complex, the single largest multinational joint- 


venture in the manufacturing sector of Bangladesh having investors from Bangladesh, Japan, 


Denmark and The Netherlands. The plants' operations came on-stream in 1995, consistently 
running much above the installed capacities of 1725 MT of urea and 1500 MT of ammonia per 
day and employs more than 600 staff at the plant in Chittagong and the registered office or 


corporate headquarters in Dhaka. KAFCO is now seeking to appoint a seasoned professional 


CFO to succeed the incumbent, who is retiring during the course of 2007. This is an outstanding 


career opportunity, which offers a three year renewable contract and a first-class expatriate 


package (including furnished housing, attached cars, leave passages etc.) 


THE ROLE 
M Together with the Chief Executive Officer 


and the Deputy Chief Executive Officer & 
Chief Technology Officer, form the 
executive management of the Company. 
Report to the Board of Directors and the 
Chief Executive Officer. 


Accountable for the Company's entire 
financial accounting and financial IT activities. 
Oversee the day-to-day financial operations 
through efficient/effective budgetary and cost 
control objectives. 


Develop world class best practices in the 
accounting and financial processes and 
systems in line with the international and 
local accounting standards, with the aid of 
ultra modern information technology 
solutions and also in accordance with the 
updated accounting, auditing and financial 
policies of the Company. 


THE QUALIFICATIONS 
MA quality 


professional accounting 
qualification e.g. CA / FCA / FCMA / FCCA / 
CPA and / or a business degree (e.g. MBA). 
Practical experience in managing a similar 
manufacturing business and at least five 
years’ senior management experience at 
Board level. 


A pleasant personality with at least 10 years’ 
senior management experience. Strategic 
thinker, proven negotiator, outstanding leader 
with broad managerial accounting, budgeting, 
cost control, ERP systems experience and 
financial IT handling. 


Substantial and practical experience of living 
and working in developing countries, 
preferably in South Asia, with exposure to 
sensitive cross-cultural environments and 
relationships. Excellent communication and 


interpersonal! skills. 


interested candidates, who meet the above criteria, are invited to send their CVs, current salary details 


and a passport-size photograph to the addresses given beiow latest by June 10 2007. 
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and Secretary. Ministry of industries, 


Email: indescy @ bttb net bd 







SpencerStuart 


Selector Pacific, Ref: 74325-FEES 
Spencer Stuart & Associates 

Room 3318, 33/F, Jardine House 
F Connaught Place, Central, Hong Kong 
Email: selectorhon @apencerstuarLcom 
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